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Notice to Readers
We, as members of the AICPA staff, have developed this Audit
Risk Alert to provide you, as an auditor of financial statements
of health care organizations, with an overview of recent economic, industry, regulatory, and professional developments
that may affect the audits you perform. This document presents brief summaries of recently issued accounting and auditing pronouncements and legal and regulatory provisions. We
present those summaries for your information only; you
should not rely on them as a substitute for a complete reading
of the source material.
This publication is an Other Auditing Publication as defined in
AU sec. 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1,), as amended. Other Auditing
Publications have no authoritative status; however, they may
help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. This publication was reviewed by the
AICPA Audit and Attest Standards staff and published by the
AICPA and is presumed to be appropriate. This document has
not been approved, disapproved, or otherwise acted on by a senior technical committee of the AICPA.
Zachary T. Donahue, CPA
Senior Technical Manager
Accounting and Auditing Publications
Copyright © 2007 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
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Health Care Industry
Developments—2006/2007
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your health
care industry audits. The knowledge delivered by this Alert assists
you in achieving a more robust understanding of the business and
economic environment in which your clients operate. This Alert
is an important tool in helping you identify the significant risks
that may result in the material misstatement of your client’s financial statements. Moreover, this Alert delivers information
about emerging practice issues and information about current accounting, auditing, and regulatory developments.
If you understand the health care industry, and you can interpret
and add value to that information, you will be able to offer valuable service and advice to your clients. This Alert assists you in
making considerable strides in gaining that industry knowledge
and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2006/07 (product no. 022337kk). You
should refer to the full text of the accounting and auditing pronouncements as well as the full text of any rules or publications
that are discussed in this Alert. The AICPA also publishes the following industry-specific Audit Risk Alerts that may be helpful to
auditors in the health care industry:
• Government Auditing Standards and Circular A-133 Audits—2006 (product no. 022456kk)
• Not-for-Profit Organizations Industry Developments—2006
(product no. 022426kk)
• State and Local Governmental Developments—2006 (product no. 022436kk)
1
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Certain developments included in this Alert are also discussed in
those Alerts. This Alert may refer you to those Alerts for additional information.
AICPA Audit Risk Alerts can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Top
Audit Risk Alerts are now available as individual subscriptions in
AICPA reSOURCE. See the “On the Horizon” section of this
Alert for more information.
When referring to the Professional Standards, this Alert cites the
applicable sections of the codification and not the numbered
Statements, as appropriate. For example, Statement on Auditing
Standards (SAS) No. 54, Illegal Acts by Clients, is referred to as
AU section 317 of the AICPA Professional Standards, vol. 1.
References in this Alert to the Audit and Accounting Guide
Health Care Organizations are to the May 1, 2006, edition of that
Guide.

Economic and Industry Developments
AU section 311, Planning and Supervision (AICPA, Professional
Standards, vol. 1; and for audits conducted in accordance with
Public Company Accounting Oversight Board [PCAOB] standards: AICPA, PCAOB Standards and Related Rules), provides
guidance for auditors regarding the specific procedures that
should be considered in planning an audit. AU section 311 states
that the auditor should obtain knowledge of matters that relate to
the nature of the entity’s business, its organization, and its operating characteristics, and consider matters affecting the industry in
which the entity operates, including, among other matters, economic conditions as they relate to the specific audit.
The AICPA general Audit Risk Alert—2006/07 discusses the current business and economic developments listed below, along
with risks and issues, and some of the audit considerations associated with those developments:
• Rising interest rates, rising energy costs, rising debt levels,
and a softening housing boom
2
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• Escalating gasoline prices, which may threaten consumer
spending—a vital tower of strength for the U.S. economy
• Dangerously high and rising consumer debt levels
• Negative savings rate
• Underfunded pension plans and aggressive assumptions in
pension plan accounting
• Recent accounting frauds and errors
• Escalating health insurance premiums
That Alert generally discusses developments of broad interest to
auditors. You will need to identify those developments that could
have implications for your health care client audits. Although the
U.S. economy has been strong overall, some combination of
these factors could adversely affect economic conditions, which
may ultimately affect your client’s operations and audit risk.
Americans’ savings rate fell into negative territory at minus 1.2
percent according to a study released in January 2007—the lowest point since the Great Depression in 1932 and 1933 when
Americans had to deplete savings to survive massive job layoffs.
The negative savings rate is thought to be a result of Americans
feeling confident about the economy and seeing the value of their
homes increase tremendously over the years.
In nearly 2 years, the Federal Reserve has nudged up short-term
interest rates 15 times to keep the economy and inflation on a
level playing field. Since June 2004, the federal funds rate on
overnight loans between banks has climbed from 1 percent to
4.75 percent, the highest since April 2001. This will likely mean
higher interest rates for both consumers and businesses.
Health insurance premiums continue to increase at rates higher
than the rates of inflation and wage increase. As a result, companies are increasingly shifting the cost of these increases to employees. As a result, health care organizations are seeing an
increase in uncompensated care.

3
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Government Auditing Standards
The Government Accountability Office (GAO) released an exposure draft (ED) in June 2006 of proposed revisions on Government Auditing Standards (GAS), also known as Yellow Book. For
performance audits, the standards are proposed to become effective for audits beginning on or after July 1, 2007. For financial
audits and attestation engagements, the standards are proposed to
become effective for audits of periods ending on or after July 1,
2007. Certain standards issued by the AICPA’s Auditing Standards Board (ASB) have earlier effective dates. For financial statement audits performed under Generally Accepted Government
Auditing Standards, the effective dates of the new ASB standards
apply. Early implementation of the 2006 revision of the GAS will
be permitted.
The Comptroller General of the United States issued temporary
exemptions in December 2005 from certain provisions of the
2003 revision of GAS, issued by the GAO for audit organizations
and auditors affected by Hurricanes Katrina and Rita, including
temporary exemption from certain independence standards, peer
review requirements, and continuing professional education
(CPE) requirements. Additional guidance was issued for auditors
for the following situations:
• An audited entity’s program and financial records or supporting documentation were destroyed.
• Audit documentation was lost or destroyed before report
issuance.
Visit the GAO Web site at www.gao.gov for further information.
Centers for Medicare and Medicaid Services
The Centers for Medicare and Medicaid Services (CMS) provided
relief to health care providers unable to comply with program requirements, including, in specified circumstances, billing flexibility, waiver of normal prior authorization and out-of-network
requirements, waiver of certain Health Insurance Portability and

4

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 5

Accountability Act of 1996 (HIPAA) requirements, and relief for
hospital emergency rooms from liability under the Emergency
Medical Treatment and Labor Act (EMTALA). Visit the CMS
Web site at www.cms.hhs.gov for further information. The CMS
Web site has a section with up-to-date information regarding natural disasters, extreme weather, and emergencies for providers
and Medicare and Medicaid program participants.
Medicare Part D
The drug benefit in the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (MMA) began in January
2006. This program was designed to provide Medicare beneficiaries with assistance for paying for prescription drugs. Unlike coverage in Medicare Parts A and B, Part D coverage is not provided
within the traditional Medicare program. Beneficiaries must enroll in a plan offered by a private company. All people who have
Medicare Part A or Part B are eligible for Medicare drug coverage.
The Medicare law established a standard Part D drug benefit, and
plans must have a package that is no less valuable than the standard benefit package in terms of the overall benefit structure
rather than the individual drugs that must be covered. For 2007,
the standard benefit includes an initial $265 deductible. After the
deductible has been met, beneficiaries pay 25 percent of the cost
of covered drugs, up to an initial coverage limit of $2,400. Once
this initial coverage limit has been reached, there is a separate deductible, which is known as the “doughnut hole” in coverage. At
this point, beneficiaries pay the full cost of the drugs until total
out-of-pocket expenses on formulary drugs reach $3,850 (including the costs of the deductible and coinsurance). At this point,
beneficiaries pay $2.15 for a generic or preferred drug and $5.35
for other drugs, or a flat 5 percent coinsurance—whichever is
greater. Due to this structure, beneficiary out-of-pocket expenses
may increase annually. Readers should be alert to accounting and
auditing issues that will arise as a result of the implementation of
this new Medicare benefit, including risk transfer, risk share receivable or payable, plan-to-plan issues, and state-to-plan issues.

5
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Sarbanes-Oxley Act and Not-for-Profit Health Care Organizations
Since the issuance of Sarbanes-Oxley, several states’ legislators,
regulators, and other elected or appointed officials have sought to
duplicate or extend its provisions to nonpublic companies and
their auditors on the state level. The AICPA has formed a Special
Committee on State Regulation to assist with responses to state
issues resulting from the Sarbanes-Oxley Act.
To obtain an overview of accounting reform state legislative activity, go to the AICPA Web site at www.aicpa.org/statelegis/
index.asp. If you are an issuer subject to the provisions of Sarbanes-Oxley, you can get information about some of the recent
Securities and Exchange Commission (SEC) activities to implement Sarbanes-Oxley in the SEC and PCAOB Alert—2006/07
(product no. 022496kk). Also, see the discussion “Government
Auditing Standards Developments and Circular A-133 Audits” in
this Alert for information about recent GAO developments providing guidance for issuers that are subject to GAS.
Technology
New technologies are continually being developed that may have
a significant impact on financial results of health care organizations in the future. Your health care industry clients may be expanding their investment in technology in ways that may have
received less attention. For example, they may want to achieve
greater staff efficiency and productivity, improvements to patient
care quality and safety, compliance with regulatory requirements,
facility and equipment modernization, and information processing and sharing. Other uses of technology by health care organizations include electronic medical records, bar coding medical
supplies, and bedside laboratory testing. Health care organizations are also entering into remote hosting agreements with vendors. The U.S. Department of Health and Human Services
(HHS) continues to announce efforts to promote the use of IT in
health care, including initiatives to promote creation of electronic
health records (EHR) for Americans. In fact, the American
Health Information Community recently recommended that
EHR adoption be its top priority and made plans to standardize
6
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secure and widely available solutions for accessing current and
historical laboratory results and interpretations in the near future.
As you plan your audits, consider in particular the effects of IT
on internal control and your ability to obtain sufficient competent evidential matter to provide a reasonable basis for forming an
opinion. Auditors should consider the guidance in AU section
319, Consideration of Internal Control in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB
Standards and Related Rules), as amended, regarding the effect of
IT on internal control. AU section 326, Evidential Matter
(AICPA, Professional Standards, vol. 1; and for audits conducted
in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules) provides guidance for auditors of entities
that process and maintain transactions electronically.
Auditors may find their health care organization clients are using
off-balance-sheet financing arrangements, such as operating
leases, to finance their IT equipment acquisitions. Auditors
should determine that the accounting guidance in Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 13, Accounting for Leases, as amended
and interpreted for classification of leases as operating leases, capital leases, or sale-type leases, is being followed. FASB Statement
No. 13, paragraph 1, states that a lease is an agreement conveying
the right to use property, plant, and equipment (land or other depreciable assets), usually for a stated period of time. Emerging Issues Task Force (EITF) Issue No. 01-8, “Determining Whether
an Arrangement Contains a Lease,” provides guidance on how to
determine whether an arrangement contains a lease that is within
the scope of FASB Statement No. 13. Governmental health care
entities should also consider the guidance in Governmental Accounting Standards Board (GASB) Statement No. 13, Accounting
for Operating Leases with Scheduled Rent Increases.
Auditors of nongovernmental entities should consider the guidance in Statement of Position (SOP) 98-1, Accounting for the
Costs of Computer Software Developed or Obtained for Internal Use,
on accounting for the costs of computer software developed or
7
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obtained for internal use, and for determining whether the costs
of computer software developed for internal use are capitalizable.
Complex Financing Structures and Access to Capital
Health care organizations are dependent on external sources of
funds to satisfy their capital needs. Many health care organizations finance acquisitions, additions, and renovations with longterm debt. Health care organizations may have more complex
structures that use swaps or other derivative instruments to meet
their financing objectives, such as changing their liabilities from
fixed-rate borrowings to variable rate borrowings, or vice versa.
Auditors should determine that the method specified by generally
accepted accounting principles (GAAP) to determine the value of
derivatives is being followed. When auditing derivatives, auditors
should follow the guidance in AU section 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities
(AICPA, Professional Standards, vol. 1; and for audits conducted
in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules). In addition, auditors should follow the
guidance in the AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities.
Interpretation No. 1, Auditing Investments in Securities Where a
Readily Determinable Fair Value Does Not Exist, to AU section
332 (AICPA, Professional Standards, vol. 1, AU sec. 9332.01-.04)
provides guidance regarding the adequacy of audit evidence, with
respect to the existence and valuation assertions in AU section
332 in confirmations received from third parties, where a readily
determinable fair value does not exist, and the auditor determines
auditing procedures should include verifying the existence and
testing the measurement of the investments. For example, an entity may have an investment in a hedge fund that is reported at
fair value for which a readily determinable fair value does not
exist. Further, the hedge fund may own interests in investments
in limited partnership interests or other private equity securities
for which a readily determinable fair value does not exist. As part
of the auditor’s procedures in accordance with AU section 332,
an auditor typically would satisfy the existence assertion through
8
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either confirmation with the hedge fund, examination of legal
documents, or other means. In confirming existence, the auditor
may request the hedge fund to indicate or confirm the fair value
of the entity’s investment in the hedge fund, including the fair
value of investments held by the hedge fund. In some circumstances, the hedge fund will not provide detailed information
about the basis and method for measuring the entity’s investment
in the hedge fund, nor will they provide information about specific investments held by the hedge fund. Audit Interpretation
No. 1 illustrates examples of information auditors may receive in
a third-party confirmation (in the aggregate or on a security-bysecurity basis) and provides interpretative guidance for auditors
about the adequacy of audit evidence provided in those examples.
A number of health care organizations are entering into build-tosuit transactions. Auditors should consider the guidance in EITF
Issue No. 97-10, “The Effect of Lessee Involvement in Asset
Construction.” EITF Issue No. 97-10 is not limited to build-tosuit real estate projects; it applies to all asset construction projects
with lessee involvement.
As discussed in EITF Issue No. 97-10, if the health care organization is a lessee and has substantially all of the construction period
risks, then the lessee is considered the owner of the asset during
the construction period. The transaction is effectively a sale and
leaseback of assets and is within the scope of FASB Statement No.
98, Accounting for Leases: Sale-Leaseback Transactions Involving
Real Estate, Sales-Type Leases of Real Estate, Definition of Lease
Term, and Initial Direct Costs of Direct Financing Leases. Evaluation of whether the lessee has substantially all of the construction
period risks is based on a test similar to the 90 percent recoveryof-investment test described in FASB Statement No. 13 as well as
six special provisions contained in EITF Issue No. 97-10.
Changes to Risk Profiles in Provider Contracts
The negotiated contracts between health care systems and managed care companies can be complex and could be changing
the historical risk profiles in those contracts. Auditors should
9
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consider the effect of any changes, either to full risk, away from
full risk, or new payment methodologies on fee-for-service, on
the financial statements when auditing their health care industry
clients. Auditors should also consider the need to perform additional auditing procedures, including a careful review of the contract terms. These contracts can increase the difficulty in properly
estimating and accounting for revenue under these arrangements.
Costs of Providing Health Care Services
Governments and private employer providers of health care insurance continue to focus on the costs of health care. A number
of employers announced reductions or eliminations of health care
coverage to employees or retirees. There are government- and private-sector initiatives to promote consumer-directed health care
and to expand use of health savings accounts.
Uninsured patient charges, billings, and collections have been in
the spotlight in recent years. Your health care organization clients
may be continuing to evaluate their policies and procedures for
providing patient care for the uninsured.

New Pronouncements and Other Guidance
As necessary, auditors should obtain and understand the complete text of the applicable standards and other guidance discussed. You should visit the applicable Web site for complete
information.
Recent Auditing and Attestation Pronouncements and Related
Guidance
Presented in this section is a list of auditing and attestation pronouncements, Guides, and other guidance. For information on
auditing and attestation standards issued subsequent to the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/
Accounting+and+Auditing+Technical+Help/. The PCAOB sets

10
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auditing and attestation standards for audits of public companies.
See the PCAOB Web site at www.pcaobus.org for information
about its activities. You may also look for announcements of
newly issued standards in the CPA Letter, Journal of Accountancy,
and in the quarterly electronic newsletter, In Our Opinion, issued
by the AICPA Auditing Standards team, available at
www.aicpa.org.
Statement on Auditing Standard

Effect on Existing Standards

SAS No. 102, Defining
Professional Requirements in
Statements on Auditing Standards
SSAE No. 13, Defining
Professional Requirements in
Statements on Standards for
Attestation Engagements
(December 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

These standards established two categories of
professional requirements that are identified
by specific terms. The words must or is
required are used to indicate an
unconditional requirement. The word should
is used to indicate a presumptively
mandatory requirement. (The words may,
might, could, and should consider represent
actions that auditors have a professional
obligation to consider.) The provisions of
SAS No. 102 and SSAE No. 13 were
effective upon issuance. It is the ASB’s
intention to make conforming changes to
AICPA literature over the next several years
to remove any language that would imply a
professional requirement where none exists.

SAS No. 103, Audit
Documentation
(December 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

SAS No. 103 supersedes AU sec. 339, Audit
Documentation, (AICPA Professional
Standards, vol. 1) and amends AU sec. 530,
Dating of the Independent Auditor’s Report
(AICPA, Professional Standards, vol. 1). It is
effective for audits of financial statements for
periods ending on or after December 15,
2006, with earlier application permitted.
This SAS establishes standards and provides
guidance to an auditor of a nonissuer on
audit documentation.

SAS No. 104-111, Risk
Assessment Standards

See “Spotlight on the AICPA Risk
Assessment Standards” section in this Alert.

(continued)
11
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SAS No. 112, Communicating
Internal Control Related
Matters Identified in an Audit
(May 2006)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

The new standard supersedes AU section
325, Communication of Internal Control
Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1). It establishes
requirements and provides extensive
guidance about communicating matters
related to an entity’s internal control over
financial reporting identified while
performing an audit of financial statements.
SAS No. 112 also requires that certain
communications be in writing. It is effective
for periods ending on or after December 15,
2006.

SAS No. 113, Omnibus Statement
on Auditing Standards—2006

SAS No. 113 includes various revisions to
existing SASs.

SAS No. 114, The Auditor’s
Communication With Those
Charged With Governance

SAS No. 114 establishes standards and
provides guidance on the auditor’s
communication with those charged with
governance in relation to an audit of
financial statements. It supersedes SAS No.
61, Communication With Audit Committees.
It is effective for periods beginning on or
after December 15, 2006.

SSAE No. 14, SSAE Hierarchy

This Statement identifies the body of attest
literature, clarifies the authority of attest
publications issued by the AICPA and
others, specifies which attest publications the
practitioner must comply with and those he
or she should be aware of when conducting
an attest engagement, and amends the 11
attestation standards to conform them with
the use of terms established in SSAE No. 13.

PCAOB Auditing Standard
No. 4, Reporting on Whether a
Previously Reported Material
Weakness Continues To Exist
(February 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)

This standard applies if auditors report on
the elimination of a material weakness in a
company’s internal control over financial
reporting. The standard establishes a
voluntary engagement that would be
performed at the election of the company.

12
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This standard states that Auditing Standard
No. 4 must be used for reporting on whether
a material weakness continues to exist for
any purpose other than a company’s internal
use.

SAS No. 103 supersedes SAS No. 96 of the same name (AICPA,
Professional Standards, vol. 1, AU section 339). The SAS also
amends paragraphs .01 and .05 of AU section 530, Dating of the
Independent Auditor’s Report (AICPA, Professional Standards, vol.
1). The amendment requires that the auditor’s report not be
dated earlier than the date on which the auditor has obtained sufficient appropriate audit evidence to support the opinion on the
financial statements. As defined in the footnote to paragraph .01,
sufficient appropriate audit evidence includes, among other
things, evidence that the audit documentation has been reviewed
and that the company’s financial statements, including disclosures, have been prepared and that management has asserted that
they have taken responsibility for them. Consider how this guidance affects the process followed on your engagements, including
the review of audit documentation and financial statements, obtaining management’s representations, and analyzing subsequent
events and how this affects the date of the audit report.
SAS No. 112 supersedes SAS No. 60, Communication of Internal
Control Related Matters Noted in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 325), as amended.
SAS No. 112 requires the auditor to evaluate identified control
deficiencies and determine if they, individually or when combined, are significant deficiencies or material weaknesses. These
terms are defined consistent with PCAOB Auditing Standard
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No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements
(AICPA, PCAOB Standards and Related Rules, AU sec. 320). The
term reportable condition is no longer used. The SAS also requires
that these communications now be in writing. Common control
deficiencies may include:
• Segregation of duties issues (especially common among
smaller companies)
• Potential for management override
• Inadequate process and controls over revenue recognition
• Lack of controls over the process by which estimates are
determined and recorded
• Lack of a process and controls to properly identify, consolidate, and disclose variable interest entities
The AICPA has published an Audit Risk Alert titled Understanding SAS No. 112 and Evaluating Control Deficiencies (product no.
022536kk), which provides an overview of the standard’s requirements. This Alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com.
Spotlight on the AICPA Risk Assessment Standards
In March 2006, the AICPA’s ASB issued eight SASs that provide
extensive guidance concerning the auditor’s assessment of the
risks of material misstatement in a financial statement audit, and
the design and performance of audit procedures whose nature,
timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance on planning and supervision, the nature of audit evidence, and
evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under
audit. The following table lists the eight SASs and their effects on
existing standards.

14

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 15

Statement on Auditing Standard

Effect on Existing Standards

SAS No. 104, Amendment to
Statement on Auditing Standards
No. 1, Codification of Auditing
Standards and Procedures
(“Due Professional Care in the
Performance of Work”)

This Statement amends SAS No. 1, Due
Professional Care in the Performance of
Work (AU section 230).

SAS No. 105, Amendment to
Statement on Auditing Standards
No. 95, Generally Accepted
Auditing Standards

This Statement amends SAS No. 95,
Generally Accepted Auditing Standards
(AU section 150).

SAS No. 106, Audit Evidence

This Statement supersedes SAS No. 31,
Evidential Matter (AU section 326).

SAS No. 107, Audit Risk and
Materiality in Conducting an
Audit

This Statement supersedes SAS No. 47,
Audit Risk and Materiality in Conducting
an Audit (AU section 312).

SAS No. 108, Planning and
Supervision

This Statement supersedes SAS No. 1,
Appointment of the Independent Auditor (AU
section 310), and supersedes SAS No. 22,
Planning and Supervision (AU section 311).

SAS No. 109, Understanding the
Entity and Its Environment and
Assessing the Risks of Material
Misstatement

This Statement supersedes SAS No. 55,
Consideration of Internal Control in a
Financial Statement Audit (AU section 319).

SAS No. 110, Performing Audit
Procedures in Response to
Assessed Risks and Evaluating
the Audit Evidence Obtained

This Statement supersedes SAS No. 45,
Substantive Tests Prior to the Balance-Sheet
Date (AU section 313), and together with
SAS No. 109 supersedes SAS No. 55,
Consideration of Internal Control in a
Financial Statement Audit (AU section 319).

SAS No. 111, Amendment to
Statement on Auditing Standards
No. 39, Audit Sampling

This Statement amends SAS No. 39, Audit
Sampling (AU section 350).

Key Provisions of the New Standards. The SASs emphasize the
link between understanding the entity and assessing risks and
the design of further audit procedures. The SASs introduce the
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concept of risk assessment procedures, which are deemed necessary to provide a basis for assessing the risk of material misstatement. Risk assessment procedures, along with further audit
procedures that consist of tests of controls and substantive tests,
provide the audit evidence to support the auditor’s opinion of the
financial statements. According to the SASs, the auditor should
perform risk assessment procedures to gather information and to
gain an understanding of the entity and its environment, including its internal controls. These procedures include inquiries, analytical procedures, and inspection and observation. Assessed risks
and the basis for those assessments should be documented; therefore, auditors may no longer default to maximum control risk for
an entity’s risk assessment without documenting the basis for that
assessment. The SASs also require auditors to consider and document how the risk assessment at the financial statement level affects individual financial statement assertions so that auditors
may tailor the nature, timing, and extent of their audit procedures to be responsive to their risk assessment. It is anticipated
that generic audit programs will not be appropriate for all audit
engagements because risks vary among entities.
Effective Date and Implementation. The SASs are effective for
audits of financial statements for periods beginning on or after
December 15, 2006; earlier application is permitted. In most
cases, implementation of the SASs will result in an overall increased work effort by the audit team, particularly in the year of
implementation. To implement the SASs appropriately, it is anticipated that many firms will have to make significant revisions
to their audit methodologies and train their personnel accordingly. Readers can obtain the SASs and the related AICPA Audit
Risk Alert, Understanding the New Auditing Standards Related to
Risk Assessment (product no. 022526kk), at www.cpa2biz.com.
New Companion Audit Guide. In December 2006, the AICPA
published an Audit Guide titled Assessing and Responding to Audit
Risk in a Financial Statement Audit. This guide helps practitioners
understand and implement the risk assessment standards. It includes practical guidance, examples, and an in-depth case study.
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The guide can be ordered by calling the AICPA at 888-777-7077
or going online at www.cpa2biz.com.
Staff Accounting Bulletin No. 108
On September 13, 2006, the SEC released Staff Accounting Bulletin (SAB) No. 108, Topic 1N, Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current
Year Financial Statements. The issuance provides interpretive
guidance on how the effects of the carryover or reversal of prior
year misstatements should be considered in quantifying a current
year misstatement.
There have been two common approaches used to quantify such
errors. Under one approach, the error is quantified as the amount
by which the current year income statement is misstated (rollover
approach). The other common approach quantifies the error as
the cumulative amount by which the current year balance sheet is
misstated (iron curtain approach). Exclusive reliance on an income statement approach can result in a registrant accumulating
errors on the balance sheet that may not have been material to
any individual income statement, but which nonetheless may
misstate one or more balance sheet accounts. Similarly, exclusive
reliance on a balance sheet approach can result in a registrant disregarding the effects of errors in the current year income statement that result from the correction of an error existing in
previously issued financial statements.
The staff believes registrants must quantify the impact of correcting all misstatements, including both the carryover and reversing
effects of prior year misstatements, on the current year financial
statements. The SEC staff believes that this can be accomplished
by quantifying errors under both a balance sheet and an income
statement approach and by evaluating errors measured under
each approach. Thus, a registrant’s financial statements would require adjustment when either approach results in quantifying a
material misstatement after considering all relevant quantitative
and qualitative factors.
If, in correcting an error in the current year, an error is material
to the current year’s income statement, the prior year financial
17

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 18

statements should be corrected, even though such a revision previously was and continues to be immaterial to the prior year financial statements. Correcting prior year financial statements for
immaterial errors would not require previously filed reports to be
amended. Such correction may be made the next time the registrant files the prior year financial statements. However, registrants electing not to restate prior periods should follow the
disclosure requirements specified in the SAB. In general, SAB
No. 108 is effective for financial statements for fiscal years (FYs)
ending after November 15, 2006, with earlier application encouraged in any report for an interim period of the first FY ending after November 15, 2006, and filed after the SAB’s
publication date of September 13, 2006. For additional accounting and transition information, see the issuance at www.sec.gov/
interps/account/sab108.pdf.
The FASB said it would issue guidance specifying that private
companies (including not-for-profit organizations) should use
the same methods as public companies to evaluate the materiality
effects that prior year adjustments have on current year financial
statements. Currently, public companies must adhere to the requirements set forth in SAB No. 108, but private companies are
not bound by them. FASB said it would focus the guidance solely
on evaluation of prior years’ audit differences and the impact on
the current year’s financial statements.
For nonpublic companies, FASB will evaluate the SAB 108 concepts as part of a narrow-scope look at the issue in either a FASB
staff position or an interpretation. The FASB said it also would
issue guidance modifying current standards to allow for a onetime, cumulative-effect adjustment for private companies to correct misstatements resulting from the carryover or reversal of
prior year misstatements. FASB said that private companies, for
which misstatements have accumulated from the carryover or reversal of prior year misstatements, should be given the same favorable opportunity as public companies to correct the
misstatements without having to restate prior year financial
statements.
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Recent Independence and Ethics Pronouncements
The AICPA Independence and Ethics Alert—2006/07 (product
no. 022477kk) contains a complete update on new independence
and ethics pronouncements. This Alert can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.
com. Readers can obtain that Alert to be aware of independence
and ethics matters that will affect their practice.
The AICPA general Audit Risk Alert—2006/07 and other AICPA
industry-specific Alerts contain summaries of recent pronouncements not included here. To obtain copies of AICPA standards
and Guides, contact AICPA Service Center Operations at (888)
777-7077 or go online at www.cpa2biz.com.
Recent Accounting Pronouncements and Related Guidance
Presented in this section is a list of accounting pronouncements
and other guidance issued since the publication of last year’s
Alert. For information on accounting standards issued subsequent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards
in the CPA Letter and Journal of Accountancy.
FASB Statement No. 155

Accounting for Certain Hybrid Financial
Instruments—an amendment of FASB
Statements No. 133 and 140.

FASB Statement No. 156

Accounting for Servicing of Financial Assets—
an amendment of FASB Statement No. 140

FASB Statement No. 157

Fair Value Measurements

FASB Statement No. 158

Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans—an
amendment of FASB Statements No. 87, 88,
106, and 132(R)

FASB Interpretation No. 48

Accounting for Uncertainty in Income Taxes—
an interpretation of FASB Statement No. 109
(continued)
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FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/ for a complete list
of EITF Issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for
a complete list of FASB Staff Positions
(FSPs). Some of the recently issued FSPs
address issues relating to FASB Statements
No. 143 and No. 150, among others, and
FASB Interpretation 46(R).

AICPA Technical Practice Aids
2130.09-2130.35
(December 2005)
(Nonauthoritative)

These Practice Aids cover various topics on
the application of SOP 03-3, Accounting for
Certain Loans or Debt Securities Acquired
in a Transfer to Debt Securities.

AICPA Technical Practice Aids
5600.07-5600.17
(November 2005)
(Nonauthoritative)

These Practice Aids cover various lease
topics.

AICPA Technical Practice Aids
6910.16-6910.20
(January 2006)
(Nonauthoritative)

These Practice Aids cover nonregistered
investment partnerships.

Below is some additional information on selected recent
accounting pronouncements and related guidance.
FASB Statement No. 157
This Statement defines fair value, establishes a framework for
measuring fair value in GAAP, and expands disclosures about
fair value measurements. This Statement applies under other accounting pronouncements that require or permit fair value
measurements because the FASB previously concluded in those
accounting pronouncements that fair value is the relevant measurement attribute. Accordingly, this Statement does not require any new fair value measurements. However, for some
organizations, the application of this Statement will change current practice.
FASB Statement No. 158
This Statement improves financial reporting by requiring an employer to recognize the overfunded or underfunded status of a
20
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defined benefit postretirement plan (other than a multiemployer
plan) as an asset or liability in its statement of financial position
and to recognize changes in that funded status in the year in
which the changes occur through comprehensive income of a
business entity or changes in unrestricted net assets of a not-forprofit organization. This Statement also improves financial reporting by requiring an employer to measure the funded status of
a plan as of the date of its year-end statement of financial position, with limited exceptions.
An organization with publicly traded equity securities shall initially apply the requirement to recognize the funded status of a
benefit plan (paragraph 4) and the disclosure requirements (paragraph 7) as of the end of the FY ending after December 15, 2006.
An employer without publicly traded equity securities shall initially apply the requirement to recognize the funded status of a
benefit plan (paragraphs 4 and 8) and the disclosure requirements
(paragraphs 7 and 10) as of the end of the FY ending after June
15, 2007.
FASB Interpretation No. 48
This Statement clarifies and expands the accounting and financial reporting for uncertainties related to income taxes. This interpretation is applicable to all business enterprises whether they
are taxable businesses or tax-exempt organizations. Tax positions
taken by any organization that may represent potential future
obligations to a taxing authority (IRS or state revenue department) may have to be recorded under this interpretation. For
not-for-profit organizations, examples of tax positions that are
subject to FASB Interpretation No. 48 include (1) a decision not
to file a Form 990-T, or state income tax return; (2) a decision
not to characterize an activity as an unrelated business; (3) using
an allocation method for expenses between related and unrelated
activities; and (4) classifying an entity or a transaction as tax exempt. FASB Interpretation No. 48 also applies to tax-exempt organizations with net operating loss or a net operating loss
carryover for unrelated business income tax purposes and tax positions taken in allocating expenses through joint venture and
other business relationships with taxable entities.
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FASB Staff Position 126-1
In October 2006, FASB issued FASB Staff Position (FSP) 126-1,
Applicability of Certain Disclosure and Interim Reporting Requirements for Obligors for Conduit Debt Securities. This FSP clarifies
the definition of a public entity in certain accounting standards to
include entities that are conduit bond obligors for conduit debt
securities that are traded in a public market. This FSP amends
APB Opinion No. 28, Interim Financial Reporting and FASB
Statements No. 69, Disclosures about Oil and Gas Producing Activities; No. 109, Accounting for Income Taxes; No. 126, Exemption
from Certain Required Disclosures about Financial Instruments for
Certain Nonpublic Entities; No. 131, Disclosures about Segments of
an Enterprise and Related Information; No. 132 (revised 2003),
Employers’ Disclosures about Pensions and Other Postretirement Benefits; and No. 141, Business Combinations. It also amends AICPA
Audit and Accounting Guides Health Care Organizations and
Not-for-Profit Organizations.
The guidance in FSP 126-1 shall be applied prospectively in fiscal periods beginning after December 15, 2006. An organization
may elect to retrospectively apply the guidance to all prior periods. If an organization issues interim financial statements, this
FSP shall be applied to the first interim period after the date of
adoption.
FASB Exposure Draft for Not-for-Profit Organizations related
to Mergers and Acquisitions
FASB recently issued an ED for not-for-profit organizations related to mergers and acquisitions. The accounting for mergers
and acquisitions may have a material impact on the financial position for not-for-profit health care organizations in the current
and future periods. Under current standards, there are two accounting methods permitted. The methods result in significantly
different financial statement results for transactions that are similar. This proposed FASB Statement would eliminate pooling of
interests as a method of accounting for not-for-profit organizations. It would also require them to apply the acquisition method
to any merger or acquisition.
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Derivatives Implementation Group Issue No. G26
In October 2006, FASB posted a tentative conclusion in Derivatives Implementation Group (DIG) Issue No. G26, Cash Flow
Hedges: Hedging Interest Cash Flows on Variable-Rate Assets and Liabilities That Are Not Based on a Benchmark Interest Rate. This
issue clarifies that in a cash flow hedge of a variable-rate financial
asset or liability, the designated risk being hedged cannot be interest-rate risk unless the cash flows of the hedged transaction are
explicitly based on that same benchmark interest rate.
There are many varying views on the application of FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, to situations where a floating interest rate is not explicitly based on any index. As a result, FASB added the project that
led to the issuance of DIG Issue No. G26.
DIG Issue No. G26 specifically discusses cash flow hedges of
variable-rate financial assets or liabilities for which interest rates
are not based solely on an index, including situations in which an
interest rate is reset through an auction process.
This Issue is on the Internet at www.fasb.org/derivatives/10-1006.pdf.
GAS Developments and Circular A-133 Audits
If you perform audits under GAS or Office of Management and
Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, you can find an overview of
recent industry, regulatory, and professional developments for auditors of entities receiving federal awards in the Alert Government
Auditing Standards and Circular A-133 Audits—2006 (product
no. 022456kk). In preparing the Government Auditing Standards
and Circular A-133 Audits—2006 Alert, it was assumed that
readers have some basic knowledge about audits performed under
the Single Audit Act Amendments of 1996 (the Single Audit Act)
(Public Law [P.L.] 104-156, July 5, 1996), Circular A-133, and
GAS. If you have not performed one of these audits recently or
are new to the area, you may want to refer to Appendix A,
“Overview of Key Components of a Single Audit and Related
23
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Audit Deficiencies,” of that Alert for useful discussions and to
the Audit Guide Government Auditing Standards and Circular A133 Audits (product no. 012746kk) for more comprehensive
guidance.
2006 Compliance Supplement
The OMB issued the 2006 Compliance Supplement in April 2006.
Unlike the 2005 Compliance Supplement, the 2006 Compliance
Supplement was issued in its entirety. The 2006 Compliance Supplement is effective for audits of FYs beginning after June 30,
2005, and supersedes the Compliance Supplement issued in March
2004 and updated in May 2005.
Appendix V of the Supplement, “List of Changes for the 2006
Compliance Supplement,” is a key piece of information identifying all of the changes the OMB is making to the Supplement.
Some of the more significant changes in the 2006 Compliance
Supplement follow.
• The addition of four new programs as follows:
a. Catalog of Federal Domestic Assistance (CFDA)
84.938, Hurricane Education Recovery Act Programs
b. CFDA 93.776, Hurricane Katrina Relief Program
(added to the Medicaid Cluster)
c. CFDA 93.794, Reimbursement of State Costs for Provision of Part D Drugs
d. CFDA 98.008, Food for Peace Emergency Program
(added to form Foreign Donation Cluster with CFDA
98.007)
• The deletion of two programs as follows:
a. CFDA 17.253, Welfare-to-Work Grants to States and
Localities
b. CFDA 93.108, Health Education Assistance Loans
• Revisions to Part 2, “Matrix of Compliance Requirements,” to add and remove programs to make the matrix
consistent with the table of contents and Part 4, “Agency
Program Requirements—Introduction.”
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• A revision to Part 3, “Compliance Requirements,” was
made to reflect the transfer of various federal cost principles, OMB Circular A-110 Uniform Administrative Requirements for Grants and Other Agreements with
Institutions of Higher Education, Hospitals and Other NonProfit Organizations, and guidance on nonprocurement debarment and suspension to Title 2 of the Code of Federal
Regulations (CFR). Although OMB accomplished this
transfer within the CFR, you should be aware that agencies
may not have completed the transfer within their own
guidance. In the revised Part 3, for example, OMB cautions that even though OMB has reissued its debarment
and suspension guidance in Title 2 of CFR Part 180, that
guidance has not yet been adopted by the various federal
agencies. Pending that adoption, agency implementations
of the Common Rule remain in effect.
• Part 3.D was also updated to indicate that the auditor
should consult Appendix VI for a waiver of Davis-Bacon
requirements as a result of Hurricane Katrina (see the discussion of Appendix VI later in this section), and Part 3.I
was updated to more clearly state the requirements of the
Common Rule, which was effective November 26, 2003.
• In Part 4, changes were made to CFDA numbers in the
following series: 10 (Agriculture), 11 (Commerce), 12
(Defense), 14 (Department of Housing and Urban Development), 17 (Labor), 20 (Transportation), 21 (Treasury),
45 (National Endowment for the Humanities), 81 (Energy), 84 (Education), 93 (Health and Human Services),
97 (Homeland Security), and 98 (U.S. Agency for International Development). A full revised text of these changes is
provided on the OMB Web site for these programs. Some
of the more significant changes include:
a. Revisions to CFDA 11.300 and 11.307 as a result of
regulatory and legislative changes.
b. Revision to the Department of Education cross-cutting
section (CFDA 84.000) to add CFDA 84.938 to the
list, as well as numerous other revisions.
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c. A modification to the Department of Homeland Security CFDA 97.067 to, among other things, specify that
Emergency Management Performance Grants are no
longer part of this cluster.
d. Revisions to numerous other programs relating to the
federal agencies previously cited, to either add new
guidance, remove outdated guidance, make clarifications, or to add a new section titled “Other Information” to direct the auditor’s attention to Appendix VI,
“Disaster Waiver and Special Provisions Affecting Single Audits,” for information on hurricanes Katrina and
Rita waivers or other hurricane-related special provisions (see the discussion later in this section).
• In Part 5, “Clusters of Programs,” the OMB has added to
the compliance requirements and suggested audit procedures for the Research and Development (R&D) cluster of
programs to draw the auditor’s attention to areas of vulnerability and has deleted the Health Education Assistance
Loan Program from the Student Financial Assistance cluster of programs. If you audit R&D clusters, you should be
aware that the Supplement in Part 5 states that recent audits and qui tam cases have highlighted vulnerabilities in
that cluster. Part 5 indicates that the auditor should give
particular attention to salaries and wages, effort-reporting
documentation, facilities and administrative rates, and cost
transfers. Further, the Student Financial Assistance cluster
was updated (including the deletion of the Health Education Assistance Loan Program from the cluster), the Medicaid cluster was expanded, a new Foreign Food Donation
cluster was added, and the Consolidated Health Centers
cluster was deleted.
• In Appendix VI, “Disaster Waiver and Special Provisions
Affecting Single Audits,” was added. It contains all affected
programs regardless of whether they are included in Part 4
of the Compliance Supplement. The appendix has a listing
of the programs, and for each program, the special provisions are described along with the particular sections
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affected if they are included in Part 4. Also, cross-references for the major programs are included in Part 4 to this
Appendix.
Applicability of the OMB Cost Principles
Generally, Circulars A-21, A-87, and A-122 prescribe the cost accounting policies associated with the administration of federal
awards in the forms of grants, contracts, and other agreements.
Two exceptions follow:
• Federal awards administered by publicly owned hospitals
and other providers of medical care are exempt from
OMB’s cost principles circulars, but they are subject to requirements promulgated by the sponsoring federal agencies (such as Title 45 of CFR Part 74, Appendix E, issued
by HHS).
• For-profit entities and certain not-for-profit organizations
listed in Attachment C to Circular A-122 are subject to the
cost principles set forth in Federal Acquisition Regulations,
Section 31.2.
The cost principles applicable to a nonfederal entity apply to all
federal awards received by the entity, regardless of whether the
awards are received directly from the federal government or indirectly through a pass-through entity. The circulars listed above
describe selected cost items, allowable and unallowable costs, and
standard methodologies for calculating indirect cost rates (such as
methodologies used to recover facilities and administrative costs
at nonfederal entities). As noted in Part 5 of the Compliance Supplement, the proper application of the cost principles is an important compliance requirement. You should be familiar with the
cost principles that apply to your clients and ensure that you are
using the appropriate cost principles as you pursue the audit objectives set forth for such costs in the Compliance Supplement.
Data Collection Form and Federal Audit Clearinghouse Update
The Federal Audit Clearinghouse (FAC) operates on behalf of
OMB. Its primary purpose is to collect and disseminate single
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audit and program-specific audit information to federal agencies
and the public. Your client is responsible for submitting to the
FAC the required reporting packages, including your audit reports, and the data collection form (Form SF-SAC). You are required to complete a significant portion of the form before it is
submitted.
You can download Form SF-SAC from or fill it out on the FAC
Web site at http://harvester.census.gov/fac. That site also contains
the form’s instructions. The FAC encourages you and your client
to complete the submission online because the system provides
edit checks that will increase the likelihood that the form will be
accepted without errors. There are separate forms for audits of fiscal periods ending in 1997 to 2000, 2001 to 2003, and 2004 to
2006. The 2004 to 2006 form should be used for audits covering
fiscal periods ending in 2004, 2005, and 2006. Submissions covering fiscal periods with end dates before January 1, 2004, should
use one of the prior versions of the data collection form.
There have been several areas of discussion this year concerning
Form SF-SAC. The first relates to Section 320d of Circular A133, which requires that multiple copies of the reporting package
be submitted to the FAC. With recent advances in technology,
the FAC has indicated that it needs only one copy to scan and
distribute electronically to the appropriate federal agencies. OMB
is working to develop a memorandum that would limit the current Circular A-133 submission requirement of multiple copies
of the reporting package to a single copy. Once such a memorandum is issued, it would be posted to the OMB Web site
(www.omb.gov/grants). However, until an OMB memorandum
is issued regarding this issue, the existing requirements of Circular A-133 should be followed. Even though actual submission of
the reporting packages to the Clearinghouse is your client’s responsibility, we want you to be aware of the developments in this
area in the event you are asked to help or advise your client.
Watch the OMB Web site or the AICPA Governmental Audit
Quality Center (GAQC) Web site (www.aicpa.org/GAQC) for
future updates.
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Additionally, some for-profit entities are required by granting
agencies through either a grant clause or contract to have a Circular A-133 audit (or an audit that is very similar to a Circular A133 audit). The FAC has requested that we ask auditors to
remind their for-profit clients that must undergo such an audit
that they are not to send a data collection form or reporting packages to the FAC. The package should be sent to the requesting
federal or state agency.
Finally, there is another area of the 2004 to 2006 Form SF-SAC
that has generated many questions over the past year. The questions relate in general to a part of the form that your clients are
required to complete; we are discussing it in this Alert because
your clients may ask for your assistance, particularly as it relates
to the Data Universal Numbering System (DUNS) number. A
DUNS number is a 9-digit identification sequence assigned by
Dun & Bradstreet. The instructions to the 2004 to 2006 Form
SF-SAC state that your clients that are considered direct applicants (that is, the entity that made the grant application to the
federal government, including state, local, and tribal governments and other entities receiving block or other mandatory
grants) are required to enter their DUNS number(s) for submissions effective starting with submissions for fiscal periods ending
in 2005. The questions that have arisen are the result of a question and answer that appear in a frequently-asked-questions-andanswers document on the FAC’s Web site. Question 21 of that
document addresses whether DUNS numbers are required. The
answer states that the OMB requests, but does not require, a
DUNS number to be entered for all entities submitting a data
collection form. Upon further inquiry of OMB and FAC staff,
we have ascertained that the inclusion of a DUNS number is not
required and that the FAC will not reject a data collection form
submission that does not contain such a number.
The FAC has on its Web site the previously mentioned and other
frequently asked questions, which provide additional guidance
on completing the form. You also should note that the FAC
maintains an online database of audit submissions. Appendix C
discusses more about the FAC, Form SF-SAC, and how you can
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use the FAC database to help lessen the chance that your organization’s audits will have quality issues.
Auditors have found the FAC staff to be quite helpful in answering questions about the submission process. For questions about
submitting Form SF-SAC and reporting packages, contact the
FAC by e-mail at govs.fac@census.gov, by phone at (800) 2530696, or by fax at (301) 457-1592. For questions regarding previous submissions, please call the FAC processing unit at (888)
222-9907.
Other Development: Medicaid
Medicaid Erroneously Considered a Major Program at Some
Entities Only Receiving Funds as a Provider of Services
The HHS has found that in some single audits, Medicaid payments received by providers of patient care services were erroneously included on the providers’ Schedule of Expenditures of
Federal Awards as federal awards expended and tested as a major
program. You should note that Section 205(i) of Circular A-133
states, “Medicaid payments to a subrecipient for providing patient care services to Medicaid eligible individuals are not considered Federal awards expended under this part unless a State
requires the funds to be treated as Federal awards expended because reimbursement is on a cost-reimbursement basis.”
GASB Pronouncements, Exposure Drafts, and Additional
Projects
GASB Statements No. 43 and No. 45
GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans, starts to become effective
this year. That Statement provides accounting and financial reporting standards for plans that provide other postemployment
benefits (OPEB). As defined in GASB Statement No. 43, OPEB
are (1) postemployment health care benefits and (2) other types
of postemployment benefits (for example, life insurance) if provided separately from a pension plan. The provisions of the Statement apply if the OPEB plan is reported in the financial
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statements of a participating employer, plan sponsor, public employee retirement system, or other entity that administers the
plan. GASB Statement No. 43 supersedes GASB Statement No.
26, Financial Reporting for Postemployment Healthcare Plans Administered by Defined Benefit Pension Plans, and amends various
other GAAP requirements relating to the financial reporting for
OPEB plans. The provisions of GASB Statement No. 43 are effective in three phases based on GASB Statement No. 34, Basic
Financial Statements—and Management’s Discussion and Analysis—for State and Local Governments.
If the sole or largest participating
employer’s GASB Statement
No. 34 phase was:

The plan should apply
GASB Statement No. 43
for periods beginning after:

Phase 1
Phase 2
Phase 3

December 15, 2005
December 15, 2006
December 15, 2007

Early implementation of GASB Statement No. 43 is encouraged.
Further, a component unit should implement the requirements
of GASB Statement No. 43 no later than the same year as its primary government.
GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, is a
companion to GASB Statement No. 43. GASB Statement No. 45
addresses how state and local governmental employers should account for and report their costs and obligations related to OPEB.
GASB Statement No. 45 generally requires that state and local
governments account for and report the annual cost of OPEB
and the outstanding obligations and commitments related to
OPEB in essentially the same manner as they currently do for
pensions. Annual OPEB cost will be based on actuarially or similarly determined amounts that, if paid on an ongoing basis, generally would provide sufficient resources to pay benefits as they
come due. Employers in certain plans with fewer than 100 total
plan members may apply a simplified alternative measurement
method instead of obtaining actuarial valuations. The provisions
31

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 32

of GASB Statement No. 45 may be applied prospectively and do
not require governments to fund their OPEB plans. An employer
may establish its OPEB liability at zero as of the beginning of the
initial year of implementation; however, the unfunded actuarial
liability is required to be amortized over future periods.
The Statement establishes disclosure requirements that include
information about the plans in which an employer participates,
the funding policy followed, amounts recognized as expense and
amounts actually contributed, the actuarial valuation process and
assumptions, and the extent to which the plan has been funded
over time.
GASB Statement No. 45 is effective in three phases using the definitions and cutoff points for implementation of GASB Statement No. 34.
If the employer’s
GASB Statement No. 34
phase was:

The employer should apply
GASB Statement No. 45
for periods beginning after:

Phase 1
Phase 2
Phase 3

December 15, 2006
December 15, 2007
December 15, 2008

A component unit should implement the requirements of GASB
Statement No. 45 no later than the same year as its primary government. Early implementation of GASB Statement No. 45 is
encouraged.
GASB Statements No. 44 and No. 46
Last year’s Alert discussed in detail the provisions of GASB Statements No. 44 and No. 46, which become effective in 2006.
GASB Statement No. 44,
Economic Condition Reporting:
The Statistical Section

Effective for statistical sections prepared
for periods beginning after June 15, 2005

GASB Statement No. 46,
Net Assets Restricted by
Enabling Legislation

Effective for financial statements for periods
beginning after June 15, 2005, with earlier
application encouraged
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GASB Statement No. 47
In July 2004, the GASB issued Statement No. 47, Accounting for
Termination Benefits. Employers should recognize a liability and
expense for voluntary termination benefits (such as early retirement incentives) when the offer is accepted and the amount can
be estimated. Employers should recognize a liability and expense
for involuntary termination benefits (such as severance benefits)
when (1) a plan of termination (as defined in the Statement) has
been approved by those with the authority to commit the government to the plan, (2) the plan has been communicated to the employees, and (3) the amount can be estimated. Governmental
fund financial statements should recognize those liabilities and
expenditures to the extent the liabilities are normally expected to
be liquidated with expendable available financial resources.
GASB Statement No. 47 provides an exception to the general
recognition requirements for termination benefits that affect defined benefit postemployment benefits, such as pensions or retiree health care. Specifically, those termination benefits should
be accounted for in the same manner as defined benefit pensions or OPEB, although any increase in an actuarial-accrued liability associated with a termination benefit should be
separately disclosed.
The Statement also elaborates on how to measure the cost of termination benefits and requires disclosure of information about
termination benefit arrangements, including a description of the
plan and the cost of the benefits.
GASB Statement No. 47 generally is effective for financial
statements for periods beginning after June 15, 2005. However,
for termination benefits that affect defined benefit postemployment benefits other than pensions, governments should implement GASB Statement 47 simultaneously with GASB
Statement No. 45.
GASB Statement No. 48
In September 2006, the GASB issued Statement No. 48, Sales
and Pledges of Receivables and Future Revenues and Intra-Entity
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Transfers of Assets and Future Revenues. This Statement was created
to assist with addressing the question of whether transactions
where governments exchange interests in expected cash flows
from collecting specific receivables or specific future revenues for
cash should be regarded as a sale or as a collateralized borrowing
that would result in a liability. Previous to this Statement, there
was not specific guidance on the proper treatment, which led to
diversity in practice for reporting these types of transactions.
This Statement establishes criteria that governments use to determine whether proceeds received should be treated as revenue or
as a liability. The criteria should be used to determine the extent
to which a transferor government either retains or relinquishes
control over the receivables or future revenues through its continuing involvement with those receivables or future revenues.
GASB Statement No. 48 establishes that a transaction is to be reported as a collateralized borrowing unless criteria to indicate that
a sale has taken place are met. If the transaction is to be reported
as a sale, the difference between the carrying value of the receivables and the proceeds should be recognized in the period of the
sale in the change statements. If it is determined that a transaction involving future revenues should be reported as a sale, the
revenue should generally be deferred and amortized.
The requirements of this Statement are effective for financial
statements for periods beginning after December 15, 2006.
GASB Exposure Drafts
Issued in January 2006, Accounting and Financial Reporting for
Pollution Remediation Obligations is intended to ensure that certain costs and long-term obligations not specifically addressed by
current governmental accounting standards will be included in financial reports. This ED is a follow-up to a March 2005 Preliminary Views (PV) document with the same title.
Specifically, the ED sets forth the key circumstances under which
a government would be required to report a liability related to
pollution remediation. According to the ED, a government
would have to determine whether one or more components of a
34
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pollution remediation liability are recognizable if any of the following five situations occur:
• A government is compelled to take remediation action because pollution poses an imminent danger to the public or
environment, and a government has little or no discretion
to avoid fixing the problem.
• A government has violated a pollution prevention-related
permit or license.
• A regulator has identified (or evidence indicates a regulator
will identify) a government as responsible (or potentially
responsible) for cleaning up pollution or for paying all or
some of the cost of the clean-up.
• A government is named in a lawsuit (or evidence indicates
that it will be named) to compel it to address the pollution.
• A government begins to clean up pollution, conducts related remediation activities, or otherwise legally obligates
itself to do so.
Components of the liability would be measured using an expected value approach. The ED also proposes capitalization and
note disclosure requirements. The requirements of the proposed
Statement would be effective for financial statements for periods
beginning after June 15, 2007, with liabilities measured at the beginning of that period so beginning net assets could be restated.
Elements of Financial Statements was issued in August 2006 to define all elements except for net assets independently of each other
by their inherent characteristics and to define net assets so as to
maintain articulation between the statement of financial position
and the resource flows statement. It is intended to provide a conceptual framework of interrelated objectives and fundamental
concepts that can be used as a basis for establishing consistent financial reporting standards.
The proposed Statement would establish definitions for the seven
elements of historically based financial statements of state and
local governments. Elements are the fundamental components of
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financial statements. The elements of a statement of financial position would be defined as follows:
• Assets are resources the entity presently controls.
• Liabilities are present obligations to sacrifice resources or
future resources that the entity has little or no discretion to
avoid.
• A deferred outflow of resources is a consumption of net resources by the entity that is applicable to a future reporting
period.
• A deferred inflow of resources is an acquisition of net resources by the entity that is applicable to a future reporting
period.
• Net assets are the residual of all other elements presented in
a statement of financial position.
The elements of the resource flows statements would be defined
as follows:
• An outflow of resources is a consumption of net resources by
the entity that is applicable to the reporting period.
• An inflow of resources is an acquisition of net resources by
the entity that is applicable to the reporting period.
Technical Bulletin 2006-1
In June 2006, the GASB staff issued a Technical Bulletin (TB),
Accounting and Financial Reporting by Employers and OPEB Plans
for Payments from the Federal Government Pursuant to the Retiree
Drug Subsidy Provisions of Medicare Part D. The TB clarifies the
proper accounting treatment for retiree drug subsidy (RDS) payments received under the provisions of the MMA (P.L. 108-173,
December 8, 2003).
The TB provides that:
• For RDS payments made to defined benefit OPEB plans
that are administered as qualifying trusts (or equivalent
arrangements), the employers should treat the payments as
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on-behalf payments for fringe benefits, using the provisions of GASB Statement No. 24, Accounting and Financial Reporting for Certain Grants and Other Financial
Assistance.
• RDS payments to employers should be treated as voluntary nonexchange transactions in accordance with the provisions of GASB Statement No. 33, Accounting and
Financial Reporting for Nonexchange Transactions.
• For RDS payments to multiple-employer plans that are
not administered as qualifying trusts (or equivalent
arrangements), the employers in such plans should treat
their payments as voluntary nonexchange transactions.
• Measurements in accordance with GASB Statements No.
43 and No. 45 should be made without reduction for RDS
payments.
The requirements of the TB generally were effective when it was
issued. The answers pertaining to measurement, recognition, or
required supplementary information requirements of GASB
Statements No. 43 and 45 should be applied simultaneously with
the implementation of those Statements.
Derivatives PV Document
In April 2006, the GASB issued a PV document, Accounting and
Financial Reporting for Derivatives. The PV defines derivatives as
they are defined in GASB TB No. 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of
Net Assets. Derivatives often are complex financial arrangements
in which the fair value is derived from some other instrument or
rate. The types of derivatives that governments commonly use include interest rate swaps, commodity swaps, swaptions, and futures contracts.
The PV would require that the fair value and change in fair value
of derivatives be reported in the financial statements. However, if
a derivative is effectively hedging (reducing) the risk it was created to address, the annual changes in the derivative’s fair value
would be deferred and reported in a government’s statement of
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net assets/balance sheet (the PV discusses the hedge effectiveness
criteria that would need to be met to identify an effective hedging
derivative). Governments would also disclose information about
their derivatives in the notes to the financial statements. The PV
includes numerous illustrative examples of common derivative
applications and flowcharts for evaluating hedge effectiveness.
The PV would require that the accounting changes adopted to
conform to the provisions of an eventual standard would be applied retroactively by restating financial statements, if practical,
for all prior periods presented. Provisions for an effective date will
be provided if and when the PV is issued as an ED, which the
GASB currently plans to do in early 2007.
User and Implementation Guides
In July 2005, the GASB staff published Government Service Efforts and Accomplishments Performance Reports: A Guide to Understanding as a part of its continuing research project on service
efforts and accomplishments (SEA) reporting. The Guide is intended to assist citizens and others in using SEA performance reports issued by state and local governments.
This Guide is on the Internet at www.seagov.org/sea_gasb_project/
sea_guide.pdf.
The GASB staff developed Guide to Implementation of GASB
Statement No. 44 on the Statistical Section to assist with developing the updated and expanded statistical section. The GASB staff
also developed the Guide to Implementation of GASB Statements
43 and 45 on Other Postemployment Benefits to assist with the
GASB standards on accounting and reporting for health care and
other nonpension benefits provided to retirees. The contents of
these two Implementation Guides eventually will be incorporated into the GASB staff ’s Comprehensive Implementation Guide.
In July, the GASB cleared a question-and-answer section intended to provide implementation guidance regarding qualifying
OPEB plan trusts, and the responsibilities of those who play a
significant role in the functions of an OPEB plan that includes
such a trust, for purposes of accounting and financial reporting in
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accordance with the requirements of GASB Statements No. 43
and No. 45. That guidance will be published in the Comprehensive Implementation Guide—2006. In advance of the Guide’s publication, that question-and-answer section is on the Internet at
www.gasb.org/project_pages/opeb_staff_guidance.pdf.
Upcoming GASB Due Process Documents
Projects for which the GASB expects to release documents relating to proposed accounting and financial reporting standards in
the remainder of 2006 include (1) fund balance reporting, (2) additional economic condition reporting issues, and (3) intangible
assets. Also expect an ED of a proposed FASB Concepts Statement to define key elements of financial statements and describe
or define related concepts.
To track the progress of the GASB’s projects, go to the GASB Internet site at www.gasb.org. The GASB generally posts EDs on
that site during the exposure period. It also posts its current technical plan that lists and describes its projects and timetable.
Conforming Changes to AICPA Audit and Accounting Guides
Health Care Organizations
The Audit and Accounting Guide Health Care Organizations was
updated with conforming changes, as of May 1, 2006, to reflect
the issuance of authoritative pronouncements. Among the conforming changes are the following:
• Auditing pronouncements and guidance. References to
AICPA SASs and PCAOB Auditing Standards were replaced with references to the publications AICPA Professional Standards and AICPA PCAOB Standards and Related
Rules. It was revised to clarify the presentation of auditing
guidance and to reflect the issuance of ASBs SASs No. 102
through No. 112.
• Accounting pronouncements and guidance. The chapters
have been modified to reflect the issuance of GASB Statement No. 47. The illustrative financial statements and
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Chapter 2 have been modified to reflect the issuance of Interpretation No. 17 of AU 508 and the Single Audit Act
and Related Audit Considerations. The chapters have been
modified to reflect the issuance of FASB Statement No.
154, FSP No. 115-1 and No. 124-1, and FASB Interpretation No. 45-3.
Government Auditing Standards and Circular A-133 Audits
The Audit Guide Government Auditing Standards and Circular A133 Audits was updated with conforming changes as of May 1,
2006. Among the conforming changes are the following:
• An added footnote to alert auditors to ASB’s issuance of
SAS No. 103, Audit Documentation. The SAS supersedes
SAS No. 96, Audit Documentation, and amends AU section 530, Dating of the Independent Auditor’s Report, and
AU section 150.
• An added section related to ASB’s new Standards No. 104
through No. 111 that provides extensive guidance concerning the auditor’s assessment of the risks of material
misstatement in a financial statement audit and the design
and performance of audit procedures whose nature, timing, and extent are responsive to the assessed risks.
• An added footnote to alert auditors to ASB’s issuance of
SAS No. 112, Communicating Internal Control Related
Matters Identified in an Audit. SAS No. 112 has implications on Yellow Book audits, single audits, and programspecific audits.
• Revised chapters to reflect changes to the GAO CPE
requirements.
• Alerts for auditors to GAO guidance on the effect of
PCAOB standards on audits of issuers conducted in accordance with GAS.
• Revised Appendix A of Chapter 4 to address PCAOB standards and Guidance on Complying with Government Auditing Standards Reporting Requirements for the Report on
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Internal Control for Audits of Certain Entities Subject to the
Requirements of the Sarbanes-Oxley Act of 2002 and Government Auditing Standards.
State and Local Governments
The Audit and Accounting Guide Health Care Organizations is
not the only industry-specific AICPA Audit and Accounting
Guide that auditors should consider when performing an audit of
a governmental health care entity. The Audit and Accounting
Guide State and Local Governments (product no. 012666kk) includes governmental health care entities in its scope, and the auditing guidance in that Guide should also be considered during
an audit of a governmental health care entity that is included in
the scope of the Audit and Accounting Guide Health Care Organizations (see paragraph 2.01 in the Audit and Accounting Guide
Health Care Organizations). The Audit and Accounting Guide
State and Local Governments provides guidance on audit reports
for state and local governments as well as on assessing materiality
(opinion units). Chapter 16 of that Guide, “Auditor Association
With Municipal Securities Filings,” discusses auditor association
with municipal securities filings and the use of GAS in reports
and references in the offering document—the official Statement.
Governments sometimes issue municipal securities to finance facilities for nongovernmental organizations, including notfor-profit health care organizations. Those nongovernmental organizations may be considered obligated persons with regard to the
securities and thus may also be asked to provide audited financial
statements for the official Statement (see paragraph 12.03 in the
Audit and Accounting Guide Health Care Organizations).
The Audit and Accounting Guide State and Local Governments
was updated with conforming changes as of May 1, 2006.

Audit Issues and Developments
Charity Care and Patient Revenues and Receivables
Charity Care
Charity care is a type of uncompensated care that results from
a provider’s policy to provide health care services free of charge
to individuals who meet certain financial criteria. Health care
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organizations establish their own criteria for charity care, and
must determine whether the individual patient meets the criteria.
Readers should refer to the Audit and Accounting Guide Health
Care Organizations for current guidance on accounting for charity care. The Health Care Expert Panel is currently working with
the AICPA Accounting Standards Executive Committee
(AcSEC) to provide updated guidance on recognition for patient
revenues.
Distinguishing charity care from bad-debt expense (or allowance,
for governmental health care entities) requires the exercise of
judgment. Each organization establishes its own criteria for charity care consistent with its mission statement and financial ability.
Auditors should be aware that many health care organizations are
reviewing and changing their charity care policies.
The following are examples of questions for auditors to consider
when auditing charity care:
• What is the organization’s policy for charity care?
• How is that policy enforced?
• What determines if a patient is not able to pay?
• How is the amount of charity care determined? Is it based
on discounted rates or full charge rates?
• What if the patient can make a partial payment?
• When is charity care determined to take place, before substantial collection efforts or after it is sent to collection?
• Does charity care exclude services provided where payment
is accepted under a third-party arrangement that is less
than the full charged rates?
Much attention has been placed on this area for nonprofit hospitals from Senate Finance Committee investigators and the IRS.
Tax-exempt hospitals are being exposed to a new initiative of the
IRS to focus on how providers are satisfying the community
benefit standard. The IRS adopted the community benefit standard in a Revenue Ruling in 1969, and it is the basis on which
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hospitals derive their tax-exempt status under IRS Code Section
501(c) (3). There is growing concern among Congress and the
IRS about the justification by nonprofit hospitals of their tax-exempt status.
According to the Washington Post, Senate Finance Committee investigators have found that nonprofit hospitals routinely overcharge or deny care to patients who cannot afford to pay for
medical care while the hospitals’ executives receive what some
deem to be excessive compensation and abundant perks. These
findings also raise suspicion over whether hospitals will continue
to enjoy tax-exempt status. The Senate Finance Committee’s investigators said that although many of the 10 hospitals in the 15month review insist that they are offering free care or reduced
prices for low-income patients, the hospitals are not informing
patients about such assistance, leaving many of the poorest patients struggling to pay large hospital bills even though they
would qualify for free or reduced-cost care. The investigators further found that while the law allowing tax-exempt status requires
charity care in exchange, the rule does not specify the amount of
community benefit that must be provided or how poor the patients must be to qualify.
Patient Accounts Receivable
Due to the increased focus on charity care, some auditors may
want to pay particular attention to patient accounts receivable.
Uninsured patient charges, billings, and collections are under increased federal scrutiny, and, in response, health care organizations may be reevaluating their policies and procedures for
establishing charity care criteria, setting charges to self-pay patients, and billing and collecting related receivables. Auditors may
need to determine whether there have been any changes in accounting policies. When auditing estimates, auditors should be
familiar with AU section 342, Auditing Accounting Estimates
(AICPA, Professional Standards, vol. 1; and for audits conducted
in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules), which provides guidance on obtaining
and evaluating sufficient competent evidential matter to support
significant accounting estimates used in a client’s financial
statements.
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Alternative Investments
Over the past several years, certain entities, including health care
organizations, have dramatically increased their investment in financial instruments that do not have a readily determinable market value. These investments are commonly referred to as
alternative investments. Generally, these entities are required by
GAAP to carry these investments at fair value. The continued increase in the percentage of alternative investments to both net assets and total investment portfolio subjects these entities to
complex fair value accounting and has exposed their investment
portfolios to greater risk and volatility.
Due to the increased risk of misstatement inherent with these investments, the Audit Issues Task Force of the ASB established the
Alternative Investments Task Force. The task force was charged
with providing additional guidance to auditors of investor entities as to how the auditor may obtain sufficient appropriate audit
evidence to conclude that the financial statements are free of material misstatement. As a result, the Alternative Investments Task
Force has developed and issued a Practice Aid for auditors titled
Alternative Investments—Audit Considerations. The task force believes that this nonauthoritative Practice Aid will assist auditors in
auditing alternative investments. The Practice Aid includes guidance on:
1. General considerations pertaining to auditing alternative
investments
2. Addressing management’s financial statement existence
assertion
3. Addressing management’s financial statement valuation
assertion
4. Management representations
5. Disclosure of certain significant risks and uncertainties
6. Reporting
The Practice Aid also includes the following appendices:
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Appendix 1: Example Confirmation for Alternative Investments
Appendix 2: Illustrative Examples of Due Diligence, Ongoing
Monitoring and Financial Reporting Controls

The document can be downloaded at www.aicpa.org/
Professional+Resources/Accounting+and+Auditing/Audit+and+
Attest+Standards/Practice+Aids+and+Tools/alternative_
investments.htm.
Malpractice
Increases in malpractice insurance costs, legislation allowing
caps on malpractice awards, and medical and technological
breakthroughs that result in the performance of more complex
and riskier procedures are some of the issues that health care organizations have to consider when evaluating insurance coverage. Health care organizations may respond by opting to
increase deductibles or increase the extent of risk retained as a
result of changes in policy terms. Other responses may include
changes in actuaries or assumptions to determine malpractice
losses or establishing captive insurance entities to provide malpractice insurance.
The existence of an insurance policy, by itself, is no assurance that
the risk of financial loss is transferred. The extent of risk transfer
is important in determining whether a liability should be recognized. The auditor may review the insurance contracts and determine the extent of the risk retained by the provider. Specific
auditing procedures to consider include the following:
• Determine the type (such as occurrence basis or claimsmade) and level (per occurrence or in the aggregate) of insurance protection the provider has obtained.
• Determine if the coverage actually transfers the malpractice risks. Is the insurance with a related party (for example, a captive insurance company)? Does it provide for
retrospective premiums or similar adjustments?
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Once the extent of the risk retained is understood, the auditor
will be able to determine the nature, extent, and timing of other
auditing procedures.
If the health care organization has not transferred risk to an external third party, the organization should evaluate its exposure to
losses that arise from malpractice claims and record a liability, if
appropriate. The ultimate costs of malpractice claims, which include costs associated with litigating or settling claims, are accrued when the incidents that give rise to the claims occur.
Estimated losses from asserted and unasserted claims are accrued
either individually or on a group basis, based on the best estimates of the ultimate costs of the claims and the relationship of
past reported incidents to eventual claims payments.
If the health care organization retains all or a portion of the risk
with self-insurance, or through purchase of a claims-made policy,
the auditor should perform additional auditing procedures to obtain reasonable assurance that the organization’s accounting for
medical malpractice losses is in accordance with GAAP. See the
related discussion, “Claims-Made Insurance Coverage,” in the
“Accounting Issues and Developments” section of this Alert. Additional guidance about liabilities recognized pertaining to medical malpractice claims is provided in Chapter 8, “Commitments
and Contingencies,” of the Audit and Accounting Guide Health
Care Organizations. See Chapter 8 of the Guide for accounting
guidance for medical malpractice claims insured by captive insurance companies.
FASB Statement No. 5, Accounting for Contingencies, as amended,
interpreted by FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss, and FASB Interpretation No. 45,
Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others, provides guidance on accounting for contingencies, as discussed in
paragraph 8.02 of the Guide. If losses relating to a particular category of malpractice claims cannot be estimated, the potential
losses related to that category of claims are not accrued, and the
contingency is disclosed in the notes to the financial statements,
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as required by FASB Statement No. 5. The Guide provides other
financial statement disclosures required for malpractice liabilities:
• The program of medical malpractice insurance coverages
and the basis for any related loss accruals
• The carrying amount of accrued malpractice claims that
are discounted in the financial statements and the interest
rate or rates used to discount claims
As discussed in paragraph 8.37 of the Guide, an accrual for malpractice losses should be based on estimated ultimate losses and
costs associated with settling claims. Accruals should not be based
on recommended funding amounts, which in addition to a provision for the actuarially determined liability also includes a provision for (1) credit for investment income and (2) a margin for
risk of adverse deviation. Paragraph 8.37 provides examples of
factors to consider and adjustments that may be required to convert actuarially determined malpractice funding amounts to
an appropriate loss accrual to be reported in the financial
statements.
If an actuary is involved in a substantial way in determining the
amount of a malpractice self-insurance liability, the auditor
should consider the requirements of AU section 336. Additional
guidance regarding the use of actuaries and actuarial methods can
be found in paragraphs 8.35 through 8.38 of the Guide.
When auditing malpractice losses, auditors should also consider
the guidance regarding auditing estimates found in AU section
336. Also, see Exhibit 8.1, “Auditing Considerations,” in the
Guide for examples of specific auditing objectives, selected control activities, and auditing procedures that may be considered
when auditing malpractice loss contingencies.
Reporting on Medicaid/Medicare Cost Reports
Technical Practice Aid TIS 9110.15, Reporting on Medicaid/
Medicare Cost Reports, discusses the form of report an auditor
should issue to comply with the “certification” requirement from
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payors in regard to health care organization financial statement
audit engagements.1
The inquiry section states that third-party payors (the most common examples are Medicare and Medicaid) may require health
care organizations to prepare and submit “cost reports” as a condition of participation in a payor’s program. Sometimes a specific
payor (such as a state Medicaid program) will require health care
organizations to obtain an audit of their financial statements and,
further, will require some form of independent auditor association with or certification of cost reports submitted by the health
care organization. Auditors have expressed concern that providing such certification might erroneously imply that they are providing assurance on the entity’s cost report or on its compliance
with cost report rules or regulations.
The reply section discusses the form of report an auditor should
issue to comply with the certification requirement from payors
when an auditor has been engaged to perform an audit of a health
care organization’s basic financial statements. The auditor could
enter into a separate engagement to examine the cost report
under AT section 601, Compliance Attestation (AICPA, Professional Standards, vol. 1), as amended. However, states typically do
not require such extensive services; therefore, health care organizations may be reluctant to engage the auditor to perform such an
examination. If the health care organization includes its cost report as accompanying information with its audited basic financial statements, an auditor may report on the cost report as
accompanying information in accordance with AU section 551,
Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AICPA, Professional Standards, vol. 1), as amended, or AU section 550, Other Information
in Documents Containing Audited Financial Statements (AICPA,
Professional Standards, vol. 1), as amended. TIS 9110.15 provides
an illustration of an “in relation to” opinion in a restricted-use report on certain data within a cost report, if certain cost report
1. TIS Section 9000, Auditors’ Reports, of Technical Practice Aids, includes nonauthoritative questions and answers based on selected practice matters identified by the staff
of the AICPA Technical Hotline and various other bodies within the AICPA.
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amounts or statistics have been subjected to auditing procedures
applied in the audit of the basic financial statements. Auditors
should consider the guidance in AU section 532, Restricting the
Use of an Auditor’s Report (AICPA, Professional Standards, vol. 1),
before deciding whether to combine the illustrated report with
the auditor’s report on the basic financial statements.

Accounting Issues and Developments
Brief summaries about recently issued accounting pronouncements and other guidance were previously presented in this Alert.
In this section, other accounting issues and developments are discussed, including information about certain accounting pronouncements issued in prior years that your health care
organization clients may have implemented in 2006 or are planning to implement. See the “On the Horizon” section of this
Alert for information about outstanding EDs and FASB and
AcSEC projects to address accounting issues. Refer to the full text
of the pronouncements and other guidance that are discussed.
You should be alert for updates, amendments, or other changes to
the guidance discussed in this Alert.
Pension Protection Act of 2006
In August 2006, the Pension Protection Act of 2006 became
law. This Act amends the tax and Employee Retirement Income
Security Act provisions affecting pension plans and other compensatory arrangements. The key provisions of the legislation are
that it:
• Requires companies that underfund their pension plans to
pay additional premiums
• Extends a requirement that companies that terminate their
pensions provide extra funding for the pension insurance
system
• Requires that companies measure the obligations of their
pension plans more accurately
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• Closes loopholes that allow underfunded plans to skip
pension payments
• Raises caps on the amounts that employers can put into
their pension plans so they can add more money during
good times and build a cushion that can keep their pensions solvent in lean times
• Prevents companies with underfunded pension plans from
digging the hole deeper by promising extra benefits to
their workers without paying for those promises up front
Auditors should also be aware of FASB Statement No. 158,
which became effective this year. Refer to the previous section for
more information related to this new pronouncement.
Claims-Made Insurance Coverage
EITF Issue No. 03-8, “Accounting for Claims-Made Insurance
and Retroactive Insurance Contracts by the Insured Entity,” addresses certain issues for accounting for claims-made insurance
and retroactive insurance contracts. Included in its consensuses,
EITF Issue No. 03-8 refers to the guidance in FASB Interpretation No. 39, Offsetting of Amounts Related to Certain Contracts, to
evaluate offsetting of prepaid insurance and receivables for expected recoveries from insurers against recognized liabilities.
Chapter 8 in the Audit and Accounting Guide Health Care Organizations also provides guidance regarding the accounting for
medical malpractice claims and transfers of risk under claimsmade insurance policies. The guidance in Chapter 8 does not require the evaluation of these medical malpractice claims
following the guidance in FASB Interpretation No. 39. Chapter 8
states that the extent of risk transfer is important in determining
whether a liability should be recognized in a provider’s financial
statements pertaining to malpractice claims. A claims-made insurance policy represents a transfer of risk within the policy limits
to the insurance carrier for asserted claims and incidents reported
to the insurance carrier. The policy, however, does not represent a
transfer of risk for claims and incidents for claims not reported to
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the insurance carrier during the policy period. Consequently, a
health care organization that is insured under a claims-made insurance policy recognizes the estimated cost of those insured
claims and incidents not reported to the insurance carrier, in accordance with the guidance in paragraphs 8.03 through 8.10 of
the Guide.
The conforming changes to the Guide do not modify the specialized industry guidance in Chapter 8 of the Guide (AICPA Industry Audit and Accounting Guides are category (b) in the
hierarchy of GAAP)2 to reflect the guidance in EITF Issue No.
03-8 (consensus positions of the FASB EITF are category (c) in
the hierarchy of GAAP), requiring a gross-up of a malpractice liability in accordance with FASB Interpretation No. 39.
AcSEC has discussed issue summaries prepared by the Health
Care Guide Task Force for the project to overhaul the Guide. See
the “On the Horizon” section of this Alert for more information
about that project. Gross versus net presentation of insurance
claims and related insurance recoverables were discussed at the
January 25–26, 2005, meeting. AcSEC meeting highlights are
available on the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Accounting+Standards/
status/recmtg.htm.
Securities Lending Transactions
Health care organizations are entering into securities lending agreements. Auditors of nongovernmental health care organizations should consider the guidance in FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities, when auditing securities
lending transactions. For governmental entities, guidance for securities lending transactions is provided in GASB Statement No.
28, Accounting and Financial Reporting for Securities Lending
2. The proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles, would supersede the hierarchy of GAAP for nongovernmental entities currently presented in AU section 411, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules).
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Transactions. In many instances, cash is provided as collateral.
Governmental entities should report securities lent (the underlying securities) as assets in their balance sheets. Cash received as
collateral on securities lending transactions and investments
made with that cash should be reported as assets. The costs of securities lending transactions, such as borrower rebates (interest
costs) and agent fees, should be reported as expenditures or expenses. These costs should not be netted with interest revenue or
income from the investment of cash collateral, any other related
investments, or loan premiums or fees.
Governmental Health Care Organization Accounting and
Reporting for Postemployment Benefits
GASB Statement No. 45 was issued in June 2004. GASB Statement No. 45 is effective in three phases, as described below, based
on a government’s total annual revenues in the first FY ending
after June 15, 1999, with earlier implementation encouraged.
The definitions and cutoff points for that purpose are the same as
those in GASB Statement No. 34:
• Periods beginning after December 15, 2006, for phase 1
governments (total annual revenues of $100 million or
more)
• Periods beginning after December 15, 2007, for phase 2
governments (total annual revenues of $10 million or
more but less than $100 million)
• Periods beginning after December 15, 2008, for phase
3 governments (total annual revenues of less than $10
million)
Although governmental entities are not yet required to implement GASB Statement No. 45, your governmental health care
clients may be planning for implementation. For example, clients
may be evaluating whether an actuary should be engaged.
GASB Statement No. 45 addresses the accounting and reporting of costs and obligations related to OPEB. OPEB are postemployment benefits other than pension benefits, including
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postemployment health care benefits. GASB Statement No. 45
establishes standards for the measurement, recognition, and display of OPEB expense and related liabilities (assets), note disclosures, and required supplementary information (RSI) in financial
reports. GASB Statement No. 45 requires the accounting and reporting of the annual cost of OPEB, and the outstanding obligations and commitments related to OPEB, in essentially the same
manner as is currently required for pensions in GASB Statement
No. 27, Accounting for Pensions by State and Local Governmental
Employers. GASB Statement No. 45 supersedes or amends all
other previous authoritative guidance on accounting and financial reporting for an employer’s OPEB expense and related
information.
The nonauthoritative “Statement 20 Guidance” provided on the
GASB Web site lists FASB Statement No. 106, Employers’ Accounting for Postretirement Benefits Other Than Pensions; FASB
Statement No. 112, Employers’ Accounting for Postemployment
Benefits; and FASB Statement No. 132(R), Employers’ Disclosures
about Pensions and Other Postretirement Benefits (revised 2003)
(an amendment of FASB Statement No. 106), as FASB Statements whose applicability will be affected as a result of the issuance of GASB Statement No. 45.
GASB Statement No. 45 generally provides for prospective implementation—employers set the beginning net OPEB obligation at zero as of the beginning of the initial year.

Regulatory Developments
This section of the Alert provides brief summaries of some of the
regulations issued and regulatory publications released since the
writing of last year’s Alert that may affect your clients in the
health care industry. The regulatory pipeline discussion in the
“On the Horizon” section of this Alert discusses some proposed
rules that may be relevant to entities in the health care industry.
Also consider the activities of other regulatory bodies that may relate to your audits. See the “Information Sources” table at the
end of this Alert for a list of some Web sites that can provide
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additional information on regulatory developments. The brief
summaries provided in this section of the Alert are for informational purposes only. Refer to the full text of the regulations and
other documents that are discussed. You should be alert for updates, amendments, or other changes to the rules discussed in this
Alert and for other developments related to regulatory activities.
SEC
Executive Compensation and Related Person Disclosure
In November 2006, the SEC adopted amendments to the disclosure requirements for executive and director compensation, related person transactions, director independence and other
corporate governance matters, and security ownership of officers
and directors. These amendments apply to disclosure in proxy
and information statements, periodic reports, current reports,
and other filings under the Securities Exchange Act of 1934 and
to registration statements under the Exchange Act and the Securities Act of 1933. These amendments are intended to make
proxy and information statements, reports, and registration statements easier to understand. Furthermore, they are designed to
provide investors with a clearer and more complete picture of the
compensation earned by a company’s principal executive officer,
financial officer, highest paid executive officers, and members of
its board of directors.
Companies must comply with these disclosure requirements in
Form 8-K for triggering events that occur on or after November
7, 2006, and in Forms 10-K and 10-KSB for FYs ending on or
after December 15, 2006. Other provisions apply and may be
found on the SEC’s Web site at www.sec.gov/rules/final/2006/
33-8732a.pdf.
Continuing Disclosure Filings Under SEC Rule 15c2-12—
DisclosureUSA
Because of the SEC Rule 15c2-12 (17 CFR 240.15c2-12), issuers
and other obligated persons of most municipal securities offerings over set dollar amounts make continuing disclosures of annual
financial information and disclosures of certain, specific material
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events. In the past, issuers and other obligated persons usually
have submitted documents with those disclosures in hardcopy
format directly to each of the nationally recognized municipal securities information repositories (NRMSIRs) and applicable state
information depositories (SIDs).
In 2004, DisclosureUSA.org began operating as an Internetbased “electronic post office” for those filings. Instead of mailing
numerous hard copies to NRMSIRs and SIDs, issuers and other
obligated persons and their dissemination agents may instead
submit documents in any computer file format to DisclosureUSA.org at no charge. Those who currently do not wish to
file electronic documents may instead file paper documents for a
small fee. DisclosureUSA.org will send the filings to each NRMSIR and applicable SID. The SEC staff issued an Interpretative
Letter authorizing the use of DisclosureUSA.org to meet the continuing disclosure requirements and encourages that use. The
SEC is expected to consider mandating the use of DisclosureUSA
for all Rule 15c2-12 filings. In September 2005, DisclosureUSA
announced that 2,150 users had registered at the central post office Web site in the first 12 months the site was live. During that
time period, they received 19,725 filings from every U.S. state,
Washington D.C., Puerto Rico, and the U.S. Virgin Islands.
Instructions for making electronic and paper filings are at
www.DisclosureUSA.org. The SEC staff Interpretative Letter is
available on the SEC Web site at www.sec.gov/info/municipal/
texasmac090704.pdf. The SEC Office of Municipal Securities release “Tips for Making Continuing Disclosure Filings” is available on the SEC Web site at www.sec.gov/info/municipal/
discfiletips.htm.
Auditors may want to consider advising their clients who are issuers and conduit borrowers to consider the use of DisclosureUSA.org for their SEC Rule 15c2-12 filings. Although
DisclosureUSA allows the submission of electronic documents in
any computer file format, the NRMSIRs and SIDs convert the
files to an Adobe® Acrobat® Portable Document Format (PDF)
before releasing them to requesting parties. Auditors may want to
consider recommending to auditees that they submit their filings
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to DisclosureUSA in PDF to reduce the possibility of subsequent
data corruption. The PDF also facilitates the security of financial
statements and other information that many entities post on
their Internet sites.
Current Accounting Issues
The accounting staff in the SEC Division of Corporation Finance released “Current Accounting and Disclosure Issues in the
Division of Corporation Finance” (updated December 1, 2005),
available on the SEC Web site at www.sec.gov. Among the current accounting and disclosure issues discussed are:
• Lease accounting and disclosure
• Investments (other than temporary declines in value, government-sponsored enterprises, and auction rate securities)
• Issues associated with FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, (formal documentation, financial statement presentation and
disclosure, and auditing fair values)
See the AICPA Audit Risk Alert SEC and PCAOB Alert—
2006/07 (product no. 022496kk) for a thorough discussion of recent SEC developments.
Office of Inspector General
Medicare and State Health Care Programs: Fraud and Abuse
In August 2006, the Office of Inspector General (OIG) issued
the final rule, “Medicare and State Health Care Programs: Fraud
and Abuse; Safe Harbors for Certain Electronic Prescribing and
Electronic Health Records Arrangements Under the Anti-Kickback Statute.” As required by the MMA, this final rule establishes a new safe harbor under the federal anti-kickback statute
for certain arrangements involving the provision of electronic
prescribing technology. Specifically, the safe harbor would protect certain arrangements involving hospitals, group practices,
and prescription drug plan sponsors and Medicare Advantage
(MA) organizations that provide to specified recipients certain
nonmonetary remuneration in the form of hardware, software,
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or IT and training services necessary that is used solely to receive
and transmit electronic prescription information. This regulation
became effective October 10, 2006.
Publications: Work Plan and Semiannual Report
The OIG of HHS investigates and monitors the Medicare and
Medicaid programs. On the HHS OIG Web site at
www.oig.hhs.gov, you can access two publications that can be
helpful in obtaining information about current projects and investigative activities of the OIG: the OIG Work Plan Fiscal Year
2007 and the OIG October 1, 2005, to March 31, 2006, Semiannual Report.
The Work Plan includes a section with ongoing and proposed
OIG projects planned for CMS. The projects planned for CMS
are presented by categories that include hospitals (Medicare and
Medicaid); home health (Medicare); nursing homes (Medicare);
managed care (Medicare); physicians and other health professionals (Medicare); Medicaid administration, including upper payment limit programs; and other services (Medicare and
Medicaid). Some of those projects are presented in the following
table.
Category

Project

Medicare hospitals

• Examine Medicare inpatient capital
payments, including the accuracy and
appropriateness of the current
methodology used to update the capital
rates.
• Review the appropriateness of FY 2002
base-year costs for a selected number of
Medicare-dependent hospitals.
• Review the extent to which admissions to
inpatient rehabilitation facilities met
specific regulatory requirements and
whether the facilities billed for services in
compliance with Medicare regulations.
(continued)
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• Determine whether audit adjustments for
direct and indirect graduate medical
education for fiscal intermediaries made
while settling Medicare cost reports were
properly reflected in the revised Medicare
reimbursement.
• Determine whether payments were made
for inpatient admissions for dialysis
services when the physicians’ orders stated
the level of care as admission to
observation status.
• Determine the appropriateness of
payments for provider-operated nursing
and allied health education programs.
• Determine whether hospital and Medicare
controls are adequate to ensure the
accuracy of the hospital wage data used for
calculating wage indices for the inpatient
PPS.
• Review payments to inpatient
rehabilitation facilities under the PPS to
determine the extent to which they were
made in accordance with Medicare
regulations.
• Determine the accuracy of Medicare
payments for inpatient rehabilitation stays
when patient assessments are entered late.
• Examine Medicare payments made to
organ procurement organizations and
identify and review controls and cost
containment practices used by organ
procurement organizations to acquire
organs for transplant.
• Review payments made to hospitals for
new services and technologies.
• Review payments to psychiatric facilities
under the inpatient psychiatric facility
PPS to determine the extent to which they
were made in accordance with Medicare
laws and regulations.
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• Review payments under the long-term
care hospital PPS to determine the extent
to which these payments were made in
accordance with Medicare laws and
regulations.
Medicare home health

• Determine whether outlier payments to
home health agencies (HHA) were in
compliance with Medicare laws and
regulations.
• Determine whether HHAs’ therapy
services met the Medicare regulations
threshold for higher payments.
• Examine trends and patterns in HHA
survey and certification deficiencies.

Medicare nursing homes

• Through medical review, analyze whether
rehabilitation and infusion therapy
services provided to Medicare beneficiaries
in skilled nursing facilities (SNF) were
medically necessary, adequately supported,
and actually provided as ordered.
• Determine whether SNF care provided to
Medicare beneficiaries with consecutive
inpatient stays was medically reasonable
and necessary.
• Examine the effectiveness of CMS and
state enforcement actions taken against
noncompliant nursing homes.
• Determine whether Medicare is
inappropriately paying SNF for services
on the day of discharge.

Medicaid hospitals

• Determine whether Medicaid state
agencies’ methods of computing inpatient
hospital cost outlier payments result in
reasonable payments.
• Review several states’ disproportionate
share hospital payments to selected
hospitals to verify that the states calculated
the payments according to their approved
state plans and that the payments to
individual hospitals did not exceed the
limits imposed by the Omnibus Budget
Reconciliation Act of 1993.
(continued)
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• Determine whether states are
appropriately determining hospitals’
eligibility for Medicaid disproportionate
share hospital payments.
Medicaid administration

• Determine the extent to which state
Medicaid agencies have contracted with
consultants through contingency fee
payment arrangements and the impact of
these arrangements on the submission of
questionable or improper claims to the
federal government.
• Identify (1) the extent to which Medicaid
Statistical Information Systems data
submitted are complete, (2) barriers to
submitting data encountered by the states,
and (3) oversight activities conducted by
CMS to ensure complete data submission.
• Determine whether states have eliminated
the use of inappropriate financing
mechanisms involving supplemental
payments available under the upper
payment limits.

For a summary of the activities of the OIG for the 6-month period ended March 31, 2006, including notable criminal enforcement actions, civil settlements, and administrative sanctions, see
the OIG October 1, 2005, to March 31, 2006, Semiannual
Report.
Supplemental Compliance Program Guidance for Hospitals
The OIG issued “OIG Supplemental Compliance Program
Guidance for Hospitals,” published in the January 31, 2005,
Federal Register, to supplement prior compliance program guidance for hospitals issued in 1998. The guidance is available on
the OIG home page at www.oig.hhs.gov/fraud/docs/compliance guidance/012705HospSupplementalGuidance.pdf. Section II, “Fraud and Abuse Risk Areas,” presents the following
fraud and abuse risk areas as particularly relevant to the hospital
industry, noting that the guidance should be used as a starting
point for a hospital’s legal review of its particular practices and
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for development or refinement of policies and procedures to reduce or eliminate potential risk:
A. Submission of Accurate Claims and Information
B. The Referral Statutes: The Physician Self-Referral Law
(the “Stark” Law) and the Federal Anti-Kickback Statute
C. Payments to Reduce or Limit Services: Gainsharing
Arrangements
D. EMTALA
E. Substandard Care
F. Relationships With Federal Health Care Beneficiaries
G. HIPAA Privacy and Security Rules
H. Billing Medicare or Medicaid Substantially in Excess of
Usual Charges
I.

Areas of General Interest (discounts to uninsured patients,
preventative care services, and professional courtesy)

Centers for Medicare and Medicaid Services
Deficit Reduction Act of 2005
On February 8, 2006, the President signed the Deficit Reduction
Act of 2005 (DRA). This legislation affects many aspects of
health care entitlement programs, including both Medicare and
Medicaid.
The DRA provides states with much of the flexibility they have
sought over the years to make significant reforms to their Medicaid programs. Combined with other options in Medicaid, states
will be able to reconnect their healthy populations to the larger
health insurance system, transform long-term care from an institutionally based, provider-driven system to a person-centered and
consumer-controlled model. There are great opportunities for
covering more people at a lower cost and with greater continuity
of coverage.
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Under the provisions of the DRA, Congress directed CMS to establish the Medicaid Integrity Program (MIP). This significantly
increased the resources available to CMS to combat fraud, waste,
and abuse in the Medicaid program. The DRA provides for a
five-year Comprehensive Medicaid Integrity Plan (CMIP) to be
written to guide MIP development and operations.
The plan details the two major operational requirements of the
MIP: (1) to use the contractors to review provider activities, audit
claims, identify overpayments, and conduct provider education
and (2) to provide effective support and assistance to states in
their efforts to combat provider fraud and abuse.
While the DRA requires that the CMIP be revised in five-year cycles, CMS will review and update the plan annually. CMS will
also report to Congress annually on the use and effectiveness of
the funds appropriated for MIP.
Services Provided to Undocumented Aliens
Section 1011, Federal Reimbursement of Emergency Health Services Furnished to Undocumented Aliens, provides $250 million
per year for FYs 2005–2008 for payments to eligible providers for
emergency health services provided to undocumented aliens and
other specified aliens. Two-thirds of the funds will be divided
among all 50 states and the District of Columbia based on their
relative percentages of undocumented aliens. One-third will be
divided among the 6 states with the largest number of undocumented alien apprehensions.
From the respective state allotments, payments will be made directly to hospitals, certain physicians, and ambulance providers
for some or all of the costs of providing emergency health care required under Section 1867 and related hospital inpatient, outpatient, and ambulance services to eligible individuals. Eligible
providers may include an Indian Health Service facility, whether
operated by the Indian Health Service or by an Indian tribe or
tribal organization. A Medicare critical access hospital is also a
hospital under the statutory definition. Payments under Section
1011 may only be made to the extent that care was not otherwise
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reimbursed (through insurance or otherwise) for such services
during that FY.
Payments may be made for services furnished to certain individuals described in the statute as (1) undocumented aliens, (2) aliens
who have been paroled into the United States at a U.S. port of
entry for the purpose of receiving eligible services, and (3) Mexican citizens permitted to enter the United States for not more
than 72 hours under the authority of a biometric machine-readable border-crossing identification card (also referred to as a laser
visa) issued in accordance with the requirements of regulations
prescribed under a specific section of the Immigration and Nationality Act.
You can find information about the proposed and final rules released by CMS and other CMS activities on the CMS Web site at
www.cms.hhs.gov. Many of the final and proposed rules released
since the writing of last year’s Alert implement the provisions of
the MMA. CMS has created the Medicare Modernization Update at www.cms.hhs.gov/MMAUpdate/ to provide information
about CMS efforts to implement the MMA, including the
Medicare Part D prescription drug benefit program. Beginning
January 1, 2006, the Part D prescription drug benefit became effective. The initial enrollment period for Medicare participants
began on November 15, 2005, and continued through May 15,
2006. Enrollees contract directly with the insurers that have also
negotiated agreements with CMS to provide Part D prescription
drug coverage. Enrollees can join a Medicare prescription drug
plan, an MA Plan, or other Medicare health plan. You can also
find information about CMS demonstration projects for
Medicare pay-for-performance initiatives.
As a reminder, health care organizations are continuing to implement final rules issued in prior years to implement the Administrative Simplification provisions of HIPAA. Compliance deadlines in some circumstances extend through May 23, 2008. In
August 2005, it was announced that CMS would not process
non-HIPAA compliant electronic Medicare claims that were submitted for payment as of October 1, 2005. Also, CMS established a new Medicare PPS for inpatient psychiatric facilities to
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replace the existing cost-based system. The final rule was published in the November 15, 2004, Federal Register and is effective
for cost reporting periods beginning on or after January 1, 2005.
The rule contains an outlier policy and a stop-loss provision to
ensure hospitals avoid significant losses during the transition period. Freestanding psychiatric hospitals and certified psychiatric
units in general acute care hospitals are included in the PPS.
U.S. HHS
Value-Driven Health Care
The HHS has focused a spotlight on health care transparency.
They feel consumers deserve to know the quality and cost of their
health care, and they feel health care transparency provides consumers with the necessary information, and the incentive, to
choose health care providers based on value.
According to the HHS Web site, www.hhs.gov, health care transparency is built on four interconnected cornerstones.
Connect the systems: Every medical provider has some system
for health records. Increasingly, those systems are electronic.
Standards need to be identified so all health information systems
can quickly and securely communicate and exchange data.
Measure and publish quality: Every case and every procedure has
an outcome. Some are better than others. To measure quality, we
must work with doctors and hospitals to define benchmarks for
what constitutes quality care.
Measure and publish price: Price information is useless unless
cost is calculated for identical services. Agreement is needed on
what procedures and services are covered in each episode of care.
Create positive incentives: All parties—providers, patients, insurance plans, and payers—should participate in arrangements
that reward both those who offer and those who purchase highquality, competitively priced health care.
HHS published the final rule, HIPAA Administrative Simplification: Enforcement, in the February 16, 2006, Federal Register to
impose civil monetary penalties on entities that violate the rules
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adopted by HHS to implement HIPAA Administrative Simplification provisions. The final rule provides that in the context of
the HIPAA rules, a covered entity generally could be held liable
for a civil monetary penalty based on the actions of any agent acting within the scope of the agency. A business associate will often
be an agent of a covered entity. A covered entity that complies
with the HIPAA rules governing business associates will not be
held liable for a business associate’s actions that violate the rules.
If the covered entity does not enter into the requisite arrangements or contracts, or does not take reasonable steps to cure a
breach or end a violation by the business associate, it could be
held liable for the actions of the business associate.
IRS
Community Benefit Survey
The IRS sent Form 13790, Compliance Check Questionnaire for
Tax-Exempt Hospitals, to approximately 550 tax-exempt hospitals. The purpose of this inquiry was to gather additional information about hospital community benefit programs. This
compliance check initiative investigates compliance by tax-exempt hospitals with the community benefit standards of Revenue
Ruling 69-545. Additionally, the inquiry is focused on compensation practices for individuals such as voting board members and
for certain other governance individuals. Revenue Ruling 69-545
indicated that the promotion of health could be a charitable purpose. In making this determination, the IRS considered factors
including whether the hospital treated all persons requiring emergency treatment without regard to ability to pay; whether the
hospital provided care to everyone in the community with the
ability to pay for services; and whether the hospital used the surplus of receipts over disbursements to improve patient care quality, expand the facilities, and provide additional education,
training, or research opportunities.
Updates to 409A and 457(f) Plans
Reforms were made to Section 409A and 457(f ) of the IRS Code.
Section 409A applies to amounts deferred after December 31,
2004, and amounts deferred prior to that date but not yet vested
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on that date. Participants in plans affected by this rule may be
subject to immediate taxation on all amounts deferred, plus
penalty, if the plans do not comply with the requirements of Section 409A.
Tax-exempt entities are able to offer nonqualified deferred compensation plans to employees, which are covered by Section 457
of the IRS Code. Among the key provisions of Section 457(f ) is
that in order not to be subject to immediate taxation, deferred
compensation must be subject to a substantial risk of forfeiture.
Section 457(f ) plans are also subject to Section 409A of the IRS
Code.
Private Activity Bonds
In December 2005, the IRS published final regulations affecting
issuers of tax-exempt bonds, amending Section 141 of the Internal Revenue Code (IRC), to provide rules on the application of
the private activity bond tests to refunding issues. The final regulations apply to bonds sold on or after February 17, 2006, and
subject to the January 16, 1997, final regulations relating to the
definition of private activity bonds and related rules. Among
other matters, the final regulations provide that, in general, for
the application of the private activity bond tests, a refunding issue
and a prior issue are tested separately under IRC Section 141, and
the determination of whether a refunding issue consists of private
activity bonds does not depend on whether the prior issue consisted of private activity bonds. The final regulations also amend
regulations under IRC Sections 145, 149, and 150 by providing
rules on certain related matters. Visit the IRS Web site at
www.irs.gov to obtain the final regulations.
Enforcement Project for Compensation Practices
In 2004, as part of its Tax Exempt Compensation Enforcement
Project, the IRS announced an enforcement effort to identify
and halt abuses by tax-exempt organizations that pay excessive
compensation and benefits to officers and other insiders. Executive compensation continues to be a key focus area for the IRS.
The IRS, seeking information about compensation practices and
procedures, contacted nearly 2,000 charities and foundations.
66

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 67

Particular areas of focus included the compensation of specific officers and various kinds of insider transactions.
Issues of Interest to Tax-Exempt Organizations Available on
IRS Web Site
The IRS Web site for tax-exempt organizations at www.irs.gov/eo
was expanded to include a page describing recent testimony of
IRS and U.S. Department of the Treasury officials with issues of
interest to tax-exempt organizations, including the tax-exempt
hospitals and health care organizations.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. Presented in the following sections is brief information
about some ongoing projects that have particular significance to
the health care industry or that may result in very significant
changes. Read the AICPA general Audit Risk Alert—2006/07 for
a more complete list of ongoing auditing and accounting projects. Remember that EDs are nonauthoritative and cannot be
used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding EDs,
including downloading EDs. These Web sites contain much
more in-depth information about proposed standards and other
projects in the pipeline. Many more accounting and auditing
projects exist in addition to those discussed here. Readers should
refer to information provided by the various standard-setting
bodies for further information.
Standard-Setting Body

Web Site

AICPA Auditing Standards
Board (ASB)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+
Attest+Standards/Auditing+Standards+Board/

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Accounting+
Standards/acsec_facts.htm
(continued)
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Financial Accounting Standards
Board (FASB)

www.fasb.org

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org or www.pcaob.com

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/Professional+Resources/
Professional+Ethics+Code+of+
Professional+Conduct/Professional+Ethics/

Securities and Exchange
Commission (SEC)

www.sec.gov

Governmental Accounting
Standards Board (GASB)

www.gasb.org

The AICPA’s standard-setting committees publish EDs of proposed professional standards exclusively on the AICPA Web site.
The AICPA will notify interested parties by e-mail about new
EDs. To be added to the notification list for all AICPA EDs, send
your e-mail address to service@aicpa.org. Indicate “exposure draft
e-mail list” in the subject header field to help process your submission more efficiently. Include your full name, mailing address,
and, if known, your membership and subscriber number in the
message. The AICPA Web site also has connecting links to the
other standard-setting bodies listed above.
Proposed Statement on Standards for Attestation Engagements,
Reporting on an Entity’s Internal Control Over Financial
Reporting (AT Section 501)
In January 2006, the ASB issued a revised ED of a proposed Statement on Standards for Attestation Engagements (SSAE) that
would supersede Chapter 5, “Reporting on an Entity’s Internal
Control Over Financial Reporting,” of SSAE No. 10, Attestation
Standards: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501), as amended. This proposed SSAE establishes standards and provides guidance to the practitioner who
is engaged to issue or does issue an examination report on the effectiveness of an entity’s internal control over financial reporting as
of a point in time (or on an assertion thereon). Currently, the
PCAOB is in the process of amending certain aspects of PCAOB
Auditing Standard No. 2 to improve its implementation. Because
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the forthcoming changes to the PCAOB Standard will be relevant
to the revision of AT section 501, the ASB has decided to defer
the issuance of final revised AT section 501 until the PCAOB issues their amendments and the ASB has time to consider them.
Proposed Amendment to Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
The ASB has issued an ED introducing a proposed SAS titled
Amendment to Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, for Nongovernmental Entities. This
proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB’s proposed Statement of
Financial Accounting Standards titled The Hierarchy of Generally
Accepted Accounting Principles. The FASB proposal moves responsibility for the GAAP hierarchy for nongovernmental entities
from the auditing literature (SAS No. 69) to the accounting literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69. The ASB decided to
coordinate the provisions and effective date of this ED with the
FASB proposed Statement, which can be obtained at
www.fasb.org.
Accounting Pipeline—Proposed FASB Statement, The Hierarchy
of Generally Accepted Accounting Principles
This proposed Statement would identify the sources of accounting principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmental companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently presented in AICPA SAS No. 69. However, the FASB believes that
the GAAP hierarchy should be directed specifically to companies
because it is the company, not the auditor, that is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP hierarchy should
reside in the accounting literature established by the FASB. The
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FASB decided to carry forward the GAAP hierarchy as set forth
in SAS No. 69, subject to certain modifications. The FASB staff
will coordinate with the AICPA to ensure that each of the documents has a uniform effective date. Readers should be alert for
the issuance of a final Statement.
Accounting Pipeline—Proposed FASB Statement, Accounting
for Transfers of Financial Assets
The ED Accounting for Transfers of Financial Assets (Transfers Project) is a revision of a June 2003 ED, Qualifying Special-Purpose
Entities and Isolation of Transferred Assets, and would amend FASB
Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (1) clearly specify the permitted activities of a
qualifying special-purpose entity (QSPE), (2) address practice issues related to which arrangements should be considered and
how they should be considered in the legal isolation analysis, (3)
eliminate the prohibition on a QSPE’s ability to hold passive derivative financial instruments that pertain to beneficial interests
held by a transferor, (4) revise the methodology used to initially
measure at fair value interests related to transferred financial assets held by a transferor, and (5) clarify guidance related to when
rollovers of beneficial interests are permitted within a QSPE. At
its July 26, 2006, meeting, the FASB decided to combine the servicer discretion project (which addressed issues relating to the
waiver of due-on-sale, collateral substitution, and foreclosed asset
activities) into the Transfers Project. The FASB expects to issue a
final Statement, which would amend FASB Statement 140, in
the second quarter of 2007. See the FASB Web site at www.fasb.
org for complete information.
Accounting Pipeline—Proposed FASB Statement, The Fair Value
Option for Financial Assets and Financial Liabilities
The fair value option project has two phases. This proposal represents Phase 1, which addresses the fair value option for certain financial assets and financial liabilities. Phase 2 will consider
permitting the fair value option for certain nonfinancial assets
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and nonfinancial liabilities and some of the financial assets and financial liabilities excluded from the scope of Phase 1.
The proposed Statement would create a fair value option under
which an entity may irrevocably elect fair value as the initial and
subsequent measurement attribute for certain financial assets and
financial liabilities on a contract-by-contract basis, with changes
in fair value recognized in earnings as those changes occur. The
proposed Statement has specific financial presentation requirements to display fair values and those values that are measured
using other measurement techniques. The proposed Statement
would amend FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities, to require that securities
reported at fair value in accordance with FASB Statement 115
satisfy the specific financial statement presentation requirements.
Visit the FASB Web site at www.fasb.org for additional
information.
Accounting Pipeline—Proposed FASB Statements, Business
Combinations and Consolidated Financial Statements, Including
Accounting and Reporting of Noncontrolling Interests in
Subsidiaries
In these proposed Statements, the FASB plans to revise the existing guidance on the application of the purchase method. The following are among the main proposals:
• That all acquisitions of businesses be measured at the fair
value of the business acquired
• That substantially all the assets acquired and liabilities assumed of the acquired business be recognized and measured at their fair values at the acquisition date
• That entities that follow U.S. GAAP and international
standards apply substantially the same accounting requirements for their business combinations
EDs on business combinations—purchase method procedures
and noncontrolling interests—were issued on June 30, 2005.
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Accounting Pipeline—FASB Project on Derivative Disclosures
FASB Statement No. 133 has been criticized by certain analysts,
auditors, investors, and others for lacking transparent disclosures,
allowing a user of the financial statements to assess the overall risk
of derivatives on a reporting entity from both a quantitative and
qualitative perspective. An ED on derivative disclosures is expected
in the second quarter of 2007. The objective is to provide guidance
on enhanced disclosure requirements and balance sheet and income statement display of derivatives accounted for in accordance
with FASB Statement No. 133. Additionally, the project is expected to reconsider the existing disclosure requirements under
FASB Statement No. 133 for relevance and applicability. It is also
expected that derivative loan commitments will fall under the
scope of this project and could have a significant impact on the financial statements of entities with derivative loan commitments.
Accounting Pipeline-Proposed FASB EITFs and FSPs
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site at www.fasb.org/eitf/agenda.
shtml for complete information on proposed EITFs and at
http://fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete information on proposed FSPs.
Overhaul of the Audit and Accounting Guide Health Care
Organizations
The AICPA Health Care Guide Revision Task Force3 is working
on an overhaul of the Audit and Accounting Guide Health Care
Organizations. On the AICPA Web site at www.aicpa.org/
Professional+Resources/Accounting+and+Auditing/Accounting+
Standards/status/recmtg.htm, excerpts from AcSEC meeting
highlights regarding health care issues discussed in connection
with the project are available. Some of the meeting highlights
about issues such as malpractice liabilities, charity care, and patient revenues were previously discussed in this Alert.
3. The Health Care Guide Revision Task Force comprises members of the Health Care
Expert Panel and others who have significant experience and knowledge in health
care accounting and auditing.
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Resource Central
Education courses, Web sites, publications, and other resources available to CPAs.
AICPA Products and Publications
In addition to the AICPA publications already discussed in this
Alert, the following are some of the AICPA products and publications that may also be of interest to auditors of health care organizations. To order these and other AICPA products, receive
information about AICPA activities, and find help on your membership questions, call the AICPA Service Center Operations at
(888) 777-7077.
Health Care Organizations: Checklist and Illustrative Financial
Statement
Health Care Organizations: Checklist and Illustrative Financial
Statement is a nonauthoritative financial accounting and reporting practice aid that is updated annually. The most recent update
of the checklist is the June 2005 edition (product no. 009026kk).
AICPA Audit and Accounting Manual
The AICPA Audit and Accounting Manual (revised as of July 1,
2006) (product no. 005136kk) is a valuable nonauthoritative
practice tool designed to provide assistance for audit, review, and
compilation engagements. It contains numerous practice aids,
samples, and illustrations, including audit programs; auditors’ reports; checklists; and engagement letters, management representation letters, and confirmation letters.
Auditing Governmental Financial Statements: Programs and
Other Practice Aids
The AICPA has developed this nonauthoritative Practice Aid
(product no. 006602kk) for auditors as a companion to the Audit
and Accounting Guide State and Local Governments. Although
this Practice Aid does not address concerns unique to the audits
of the basic financial statements presented by special-purpose
governments, you can use it as a core tool for those engagements.
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Understanding and Implementing GASB’s New Financial
Reporting Model: A Question-and-Answer Guide for Preparers
and Auditors of State and Local Governmental Financial
Statements (Revised Edition)
This nonauthoritative publication (product no. 022516kk) provides a summary of the significant portions of GASB Statement
No. 34 and related GASB publications in a question-and-answer
format.
Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133 (Third Edition)
This newly revised and expanded publication (product no.
006621kk) incorporates the 2003 revision of GAS and the guidance in the AICPA Audit Guide Government Auditing Standards
and Circular A-133 Audits. With new chapters and new practice
aids, it continues to include a comprehensive case study that
could be used as a staff training tool. The publication comes with
a CD-ROM containing all of the practice aids.
Audit Committee Toolkit: Not-for-Profit Organizations
Audit Committee Toolkit: Not-for-Profit Organizations provides a
comprehensive set of best practices for audit committees of notfor-profit organizations to help them carry out their responsibilities effectively. The toolkit covers governance topics ranging from
increasing the usefulness of the audit committee charter and hiring the chief audit executive to conducting an executive session
and evaluating independent auditors. It is available through the
AICPA Audit Committee Effectiveness Center at www.aicpa.org/
audcommctr/toolkitsnpo/homepage.htm.
Audit Committee Toolkit: Government Organizations
Audit Committee Toolkit: Government Organizations covers a variety of governance topics, including conducting an executive session, discussions to expect from the independent auditor, peer
review of CPA firms, evaluating independent auditors, fraud,
and internal controls. It is available through the AICPA Audit
Committee Effectiveness Center at http://infotech.aicpa.org/
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Resources/Systems+Audit+and+Internal+Control/Internal+
Controls/Internal+Control+Components/The+AICPA+Audit+
Committee+Toolkit.htm.
AICPA reSOURCE
With AICPA reSOURCE, you can access accounting and auditing materials online with the AICPA Library or the AICPA
Library + FASB Library. You can tailor your subscription by
choosing titles you use most often. An Audit and Accounting
Guide set for health care organizations is available consisting of
the Audit and Accounting Guide Health Care Organizations,
Checklist and Illustrative Financial Statements for Health Care Organizations, and Health Care Industry Developments Audit Risk
Alert. Top Audit and Accounting Guides, checklists, and Audit
Risk Alerts are available as individual subscriptions. To subscribe
or to learn more about AICPA reSOURCE, go online at www.
cpa2biz.com.
Education Courses
The AICPA has developed a number of CPE courses that are
valuable to CPAs working in the health care industry, many of
them available for both group study and self study. For more information, call (888) 777-7077.
Online CPE
AICPA InfoBytes, offered exclusively through cpa2biz.com, is the
AICPA’s flagship online learning product. Divided into 1- and 2credit courses that are available 24 hours a day, 7 days a week,
AICPA InfoBytes offers hundreds of hours of learning in a wide
variety of topics. To register or learn more, visit www.cpa2
biz.com.
National Health Care Industry Conference
The annual AICPA National Health Care Industry Conference
provides up-to-date information on the latest developments in
health care issues. To get information, call (888) 777-7077 or go
online at www.cpa2biz.com.
75

ARA-HealthCare-Pages-Final.qxd

2/22/2007

3:30 PM

Page 76

AICPA GAQC
The AICPA GAQC is a firm-based, voluntary membership center designed to promote audit quality and provide firms with
tools and resources to help them in their governmental audits.
The GAQC’s Internet site, www.aicpa.org/GAQC, which provides information on membership, is a comprehensive tool for
members. It includes news updates; information on performing
audits under GAS, Circular A-133, and various federal audit
guides; and important product and educational updates. While
some of the Internet site is available only to member firms, nonmembers can access a good portion of the site, including the latest news and product information, details on important aspects
of performing governmental audits, and updates on audit quality
issues.
AICPA Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077 or visit the AICPA Web site at
www.aicpa.org.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077. Send e-mail inquiries to ethics@
aicpa.org.
AICPA Web Site
AICPA Online (www.aicpa.org) is the AICPA’s Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
AICPA Online resources include professional news, membership
information, state and federal legislative updates, AICPA press releases, speeches, EDs, and a list of links to other accounting- and
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finance-related sites. On the AICPA Web site at www.aicpa.org/
Professional+Resources/Accounting+and+Auditing/Accounting+
Standards/expertpanel_healthcare.htm, you will find meeting
highlights of the AICPA Health Care Expert Panel and other information about AICPA activities of interest to auditors of health
care organizations.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services offered by a number of organizations. Some of those organizations
are listed in the “Information Sources” table at the end of this
Alert.

This Audit Risk Alert replaces the Health Care Industry Developments—2005/06 Audit Risk Alert. The Health Care Industry Developments Audit Risk Alert is published annually. As you
encounter audit or industry issues that you believe warrant discussion in next year’s Alert, please feel free to share them with us.
Any other comments that you have about the Alert would also be
appreciated. You may e-mail these comments to zdonahue@
aicpa.org or write to:
Zachary T. Donahue, CPA
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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INFORMATION SOURCES
Organization

Web Site

American Institute of Certified
Public Accountants
220 Leigh Farm Road
Durham, NC 27707-8110
Telephone: (888) 777-7077
(Service Center Operations)

www.aicpa.org

Public Company Accounting
Oversight Board

www.pcaobus.org

Financial Accounting Standards
Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.fasb.org

Governmental Accounting
Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.gasb.org

Industry associations:
Healthcare Financial
Management Association
The Catholic Health Association
of the United States
Federation of American Hospitals

www.hfma.org
www.chausa.org
www.fahs.com

Centers for Medicare and
Medicaid Services

www.cms.hhs.gov

Government Accountability
Office

www.gao.gov

Internal Revenue Service

www.irs.gov

Municipal Securities
Rulemaking Board

www.msrb.org
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National Federation of
Municipal Analysts

www.nfma.org

Securities and Exchange
Commission

www.sec.gov

U.S. Department of Health and
Human Services

www.hhs.gov

U.S. Office of Management and
Budget

www.omb.gov
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